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Foreword 
ARTHUR T. VANDERBILT 


DEAN oF NEw YorK UNIVERSITY SCHOOL OF LAW 


I, the days before the enactment of the Sixteenth Amendment to the 
Federal Constitution permitting an income tax, courses in the law of 
taxation were given in very few law schools. Where they were given, to 
round out a program in public law, they were regarded by the rank and 
file of law students, bent on private practice, as a “luxury” to be passed 
by for some more practical subject. Dealing, as they did, largely with con- 
stitutional questions, they appealed chiefly to the handful of students 
who were interested in public law, generally in preparation for serving as 
counsel to public bodies. 

Even after the passage of the first income tax law, student interest did 
not increase. The warnings of the opponents of income taxation that an 
income tax of two per cent, with liberal exemptions, would soon lead to 
a progressive income tax reaching to four per cent(!) seemed something 
too remote to arouse general fear or interest in the law of taxation. 

World War I, the great depression that followed in its wake and 
World War II have rendered the earlier point of view quite obsolete. The 
question of taxation is now the major problem in the conduct of every 
business, in the consummation of almost every transaction and in nearly 
every disposition of property. There is scarcely a citizen who is not 
tax conscious. \hat law students of a generation ago generally regarded 
as a luxury course has now become the most practical subject in the cur- 
riculum. Decisions which formerly would have rested solely on questions 
of contract, corporation or property law now await an investigation of 
‘ax law and practice. Indeed, so complicated has the law of taxation 
become that it is impossible to cover the subject in a single course, and 
a large part of the work must necessarily take the form of graduate study. 

The law of taxation is closely related to accounting and economics 
and, where the taxing power is used as an instrument of social reform, 
to political science, sociology and ethics. Thus has a single Amendment 
greatly extended the field of a lawyer’s learning—or forced him to call 
to his aid specialists in allied social sciences. Inevitably there has been 
created a new class of specialists in the law, in accounting, in economics, 
in politics and in the other social sciences. 

1 
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One result of the hegemony of taxation in public affairs has been the 
publication of innumerable guides, loose-leaf services and other useful 
but necessarily ephemeral material. Quick flashes of transitory informa- 
tion are too often substituted for sound scholarship. The Tax Law 
REvIEw has been instituted with the aim of presenting authoritative arti- 
cles, the utility and value of which will prove as lasting as the subject 
permits, while at the same time serving as a guide to the scattered writings 
published elsewhere. Though devoted primarily to the exposition of 
the law as it is, the REvrew will not be unmindful of the need for im- 
provement in both substance and procedure. Hence it will not be ex- 
clusively or narrowly legal, but each issue is proposed to include at least 
one article looking toward a philosophy of tax law and practice. 

The Tax Law ReEvIEw will be edited by the members of the Faculty 
of Law of New York University giving instruction in this field, assisted 
by a distinguished Advisory Board and a Board of Graduate Editors 
associated with the School of Law. Our obligations are many and they 
are gratefully acknowledged: to J. K. Lasser, Director of the New York 
University Federal Tax Institute, for suggesting the need for the Review, 
to the Advisory Board for wise counsel, to many leaders in the tax law 
field for agreeing to write articles for the Review, and to our many 
friends who have subscribed to the REvIEw in advance of publication. 








The Corporate Entity in Tax Cases 


GEORGE E. CLEARY 


I. is the purpose of this paper to explore the doctrine of corporate 
entity in its relation to taxes. The theoretical question of when, if ever, 
the corporate identity may be disregarded for tax purposes is one from 
which the practicing lawyer shrinks. But the question so often arises 
in a practical way that the development of some guiding principles would 
be most helpful. 

Is it true that corporate identity may in some cases be wholly ignored 
or disregarded for tax purposes? Or are all the cases which purport to 
disregard the corporate entity or pierce the corporate veil to be explained 
as an application of some other rule of law such as agency, statutory con- 
struction, or the like?’ Can we determine under what circumstances the 
courts will permit either the Commissioner or the taxpayer to disregard 
the corporate entity for tax purposes? Does the Commissioner have a 
free hand to ignore corporate entities when he chooses, and is the tax- 
payer always bound to regard the form of doing business he has adopted ? 

The quest for a guiding principle seems to be difficult. 

Professor Wormser, in 1927, in considering the corporate entity prob- 
lem at large, said : 

The most one can do is to state, in the most general way, that, in the 
present condition of the authorities, a corporation will be looked upon by the 
courts as a legal personality, for ordinary purposes in everyday business 
transactions, as a general principle and until adequate reason to the contrary 
appears; but that the fiction will be disregarded and the law will look to see 
the men and facts behind the fiction whenever it is employed ‘to defraud 
creditors, to evade an existing obligation, to circumvent a statute, to achieve 
or perpetuate monopoly, or to protect knavery and crime.’ ? 


GeorcE E. CLeary (University of Wisconsin, B.A. 1911, LL.B. 1914) is a member of 
the New York Bar; formerly Professor of Law, University of Montana; Secretary of 
the Advisory Tax Board, Bureau of Internal Revenue; Chairman, Committee on Tax- 
ation, Association of the Bar of the City of New York; Chairman, Committee on Estate 
and Gift Taxes, Tax Section, American Bar Association; lecturer on taxes at Practising 
Law Institute, New School for Social Research and New York University. 


1 Cf. Canfield, The Scope and Limits of the Corporate Entity Theory (1917) 17 Cot. L. 
Rev. 128; Henry W. Ballantine, Separate Entity of Parent and Subsidiary Corporations 
(1925) 14 Cauir. L. Rev. 12. 


2 WorMsER, THE DISREGARD OF THE CorPORATE Fiction (1927) 40. 
3 
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This throws little light on the tax problem unless the phrase “to circum- 
vent a statute” is regarded as significant, notwithstanding the established 
principle that taxpayers are not required to so arrange their affairs and 
conduct their transactions as to pay the maximum amount of taxes.* 

Professor Finkelstein, in 1935, in considering the question from a tax 
standpoint, concluded : 

It is clear beyond peradventure that no guiding principle can be stated 
which will explain even most of the cases. On the contrary, it might with 
confidence be stated that as far as a specific new problem is concerned, the 
prediction of the judicial attitude is entirely beyond the power of the legal 
mind.* 

Mr. Mertens, in his current work, concludes: 

In summation, it may be generally stated that while the doctrine of cor- 
porate entity is greatly respected and plays an important rdle in the tax field, 
the flexibility with which it is applied by the courts has left many doubts as to 
how it will be applied to any particular case.* 

Our system of taxation like our general law is, of course, based prima- 
rily on treating the corporation as a separate person, irrespective of the 
number of stockholders.* On acceptance of this generally recognized fic- 
tion, the whole elaborate structure of corporation income tax, excess 
profits tax, capital stock tax, declared value excess profits tax, and the 
taxation of corporate dividends, is based. There are a number of special 
provisions of the Internal Revenue Code providing for disregard of the 
separate corporate identity of corporations,’ but it is not the purpose of 
this paper to deal with these provisions or their validity. The problems 








3 Gregory v. Helvering, 293 U.S. 465 (1935) :’ Seminole Flavor Co., 4 T.C. No. 144 
(1945) ; Stanley D. Beard, 4 T.C. No. 89 (1945) ; Koppers Co., 2 T.C. 152 (1943) ; W. P. 
Hobby, 2 T.C. 980 (1943) ; Chisholm v. Commissioner, 79 F. (2d) 14 (C.C.A. 2d, 1935), 
cert. den. 296 U.S. 641; Commissioner v. Gilmore’s Estate, 130 F. (2d) 791 (C.C.A. 3d, 
1942) ; Coca-Cola Co. v. United States, 47 F. Supp. 109 (Ct. Cl., 1942) ; Commissioner v. 
Kolb, 100 F. (2d) 920 (C.C.A. 9th, 1938). 

* The Corporate Entity and the Income Tax (1935) 44 Yate L. J. 436, 447. 

5 10 Mertens, THE LAw or FEDERAL INCOME TAXATION (1943) § 61.07. 

® The much quoted statement of Mr. Justice Holmes in Klein v. Board of Supervisors, 
282 U.S. 19, 24 (1930), is as follows: 

But it leads nowhere to call a corporation a fiction. If it is a fiction it is a fiction 
created by law with intent that it should be acted on as if true. The corporation is a 
person and its ownership is a nonconductor that makes it impossible to attribute an 
interest in its property to its members. 

TIR.C. § 24 (items not deductible), § 45 (allocation of income ard deductions), § 112 
(reorganization provisions), § 113 (basis provisions), § 129 (acquisitions to evade 
taxes), § 141 (consolidated returns), § 337 (foreign personal holding companies), 
Supplement S (personal service corporations), § 730 (consolidated returns), Supple- 
ments A and C (excess profits tax effect of certain exchanges). 

8 See Arthur A. Ballantine, Corporate Personality in Income Taxation (1921) 34 
Harv. L. Rev. 573. 
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discussed here are the extent to which the corporate’entity may be dis- 
regarded for tax purposes in situations not covered by specific statutory 
provisions.° 


I. SupREME Court Decisions In Tax CASES 


As a starting point the Supreme Court decisions involving the ques- 
tion are reviewed, treating the older cases quite briefly. 

In Southern Pacific Co. v. Lowe*® and Gulf Oil Corp. v. Lewellyn™ the 
court held, on the basis of special facts and for the purposes of the act of 
October 3, 1913 as construed in Lynch v. Hornby,”* that certain dividends 
declared by subsidiaries out of pre-1913 earnings were not to be regarded 
as dividends declared and paid in ordinary course. Neither case sets forth 
any of the usual grounds for disregarding the corporate entity. 

In Eisner v. Macomber" the stock dividend case, the basic doctrine of 
the separate identity of a corporation and its stockholders was strongly 
stated in rejecting the government’s contention that stockholders could be 
treated as partners and subjected to an income tax based on their share 
of the corporation’s undistributed earnings. 

In the reorganization cases,"* the court adhered strictly to the recogni- 
tion of the separate corporate identities of the corporations involved with 
the single exception of the decision in Weiss v. Stearn,”® a decision which 
could never be satisfactorily distinguished from the other reorganization 
cases. 

In Burnet v. Commonwealth Improvement Co. 


16 


the court refused to 
permit the taxpayer to ignore the corporate entity. In this case, Mr. 
Widener owned all the stock of a company to which he had transferred 
large amounts of securities. After his death, his executors sold stock to 
the corporation, claiming a loss. The Commissioner revised the figures 
and found that the transaction resulted in a gain. The taxpayer contended 


® Discussion is confined to tax cases. Leading cases involving the problem in other 
fields are: United States v. Lehigh Valley R.R. Co., 220 U.S. 257 (1911) ; Linn Timber 
Co. v. United States, 236 U.S. 574 (1915) ; United States v. Del., Lack. & West. R.R., 238 
U.S. 516 (1915) ; Chicago, M. & St. P. Ry. v. Minn. Civic Assn., 247 U.S. 490 (1918) ; 
United States v. Reading Co., 253 U.S. 26 (1920) ; Taylor v. Standard Gas Co., 306 U.S. 
307 (1939) ; Anderson v. Abbott, 321 U.S. 349 (1944). 

10 247 U.S. 330 (1918). 

11 248 U.S. 71 (1918). 

12 247 U.S. 339 (1918). 

13 252 U.S. 189 (1920). 

14 United States v. Phellis, 257 U.S. 156 (1921) ; Rockefeller v. United States, 257 U.S. 
176 (1921) ; Cullinan v. Walker, 262 U.S. 134 (1923) ; Marr v. United States, 268 U.S. 
536 (1925). 

15 265 U.S. 242 (1924). 

16 287 U.S. 415 (1932). 
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that under the pecyliar facts no taxable gain was realized. The court 
said :*" 


While unusual cases may require disregard of corporate form, we think 
the record here fails to disclose any circumstances sufficient to support the 
petitioner’s claim. 

In New Colonial Ice Co., Inc. v. Helvering™* the court refused to allow 
the benefit of a net operating loss carry-over of one company to a succes- 
sor corporation which took over all the assets and liabilities and exchanged 
stock share for share with the old stockholders. The court said that since 


‘ 


the deduction was by the statute allowed to the “taxpayer”? which had 
suffered the net loss, it could not be claimed by the successor corporation 
which was not the same taxpayer. After stating the general rule, the 


court said :’® 


Of course, the rule is subject to the qualification that the separate identity 
may be disregarded in exceptional situations where it otherwise would present 
an obstacle to the due protection or enforcement of public or private rights.?° 


21 


Helvering v. Gregory” is not a case in which corporate entities were 
disregarded. Both the Circuit Court of Appeals and the Supreme Court 
carefully pointed out that they were not ignoring the formation of Averill, 
the temporary corporation, or the transfer to it of the Monitor stock. 
They were holding merely that the transaction was not a “reorganization” 
within the meaning of the statute as they construed it. The Commissioner 
had wholly ignored the formation of Averill by treating as a dividend 
from United to Mrs. Gregory the value of the Monitor stock, which she 
received on the liquidation of Averill. The Circuit Court of Appeals held 
that this was not correct, that the transfer of the Monitor stock to Averill 
could not be ignored and that it was the distribution of the Averill stock 
which constituted the dividend paid by United, the value of the dividend 
being the same on either theory. 

The Supreme Court said: “No doubt, a new and valid corporation was 
created.” What the court held, although stating that a motive to avoid 
taxes ordinarily was not significant, was that the transaction carried out 


17 Td. at 419. 

18 292 U.S. 435 (1934). 

19 Td. at 442. 

20 Followed where corporation was technically new merely because charter of old cor- 
poration expired. California Barrel Co., Inc. vy. Commissioner, 81 F. (2d) 190 (C.C.A. 
9th, 1936), and where Nevada corporation was formed to succeed to de facto California 
corporation, the legality of which was questioned. McLaughlin v. Purity Inv. Co., 75 F. 
(2d) 30 (C.C.A. 9th, 1935), cert. den. 295 U.S. 753 (1935). 

2169 F. (2d) 809 (C.C.A. 2d, 1934), aff’d, 293 U.S. 465 (1935). 
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was not, because of lack of business purpose, the thing which the statute 
intended to cover.” 

Griffiths v. Commissioner® is likewise fully explainable without any 
disregard of corporate entities. In that case, Griffiths bought stock for 
$100,000, sold it in 1931 and deducted a loss of $92,500. Then learning 
that the seller, Lay, had defrauded him, Griffiths made a claim against 
Lay which resulted in an agreement that Griffiths was to reacquire the 
shares and transfer them back to Lay for $100,000. In an effort to avoid 
immediate accounting for the gain, Griffiths arranged to form a corpora- 
tion, and to transfer his rights to the corporation which would make the 
settlement with Lay and pay Griffiths an amount equal to the settlement 
in instalments over a period of 40 years with interest on the deferred 
payments. Griffiths in fact personally reacquired and transferred the 
shares to Lay without revealing the existence of the new corporation, gave 
Lay a personal release and personally received from Lay the $100,000 
which he then turned over, as agreed, to the new corporation. The Court 
said :** 


The claim having been recognized by Lay and cast into a form realizable 
by Griffiths, a lawyer’s ingenuity devised a technically elegant arrangement 
whereby an intricate outward appearance was given to the simple sale from 
Griffiths to Lay and the passage of money from Lay to Griffiths. 


The court merely held that in fact Griffiths got the $100,000 and hence 
realized the full gain and that it made no difference that his “command” 
over the income was exercised through “the maintenance of effective 
benefit through the interposition of a subservient agency.” The court’s 
conclusion was: “\What Lay gave, Griffiths in reality got, and on that he 
must be taxed.” 

In Higgins v. Smith?® Mr. Smith claimed a loss for 1932 on the sale 
of stock to a securities holding corporation in which he owned all the 
stock. Although this corporation had been in existence since 1926 and 
had been treated as a separate taxpayer, the Supreme Court disallowed 
the loss on the ground there was not enough of substance to the sale finally 
to determine a loss. The question put to the jury had been whether the 


22 See Electrical Securities Corporation v. Comm’r, 92 F. (2d) 593, 595 (C.C.A. 2d, 
1937), where Judge Learned Hand said: 

The avoidance or suspension of taxes is not a business. While this may introduce into 
the definition an element of purpose, it does not trench upon the doctrine that men may 
arrange their affairs with an eye to reducing or avoiding taxes; so they may, but they 
must conform to the terms of the statute and to understand these we need more than a 
dictionary. 

23 308 U.S. 355 (1939). 

24 Td. at 357. 

25 308 U.S. 473 (1940). 
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transfers were actually transfers of property “out of Mr. Smith and into 
something that existed separate and apart from him,” or whether they 
were simply “a transfer by Mr. Smith’s left hand, being his individual 
hand, into his right hend, being his corporate hand, so that in truth and 
fact there was no transfer at all.’’ The jury decided for the collector. 
The Supreme Court said that even though an actual corporation existed 
and even though ownership of the securities had passed to the corpora- 
tion, Smith’s domination and control were so obvious that the jury 
should have been instructed that no loss in the statutory sense could occur 
on such a sale. 

The court did not say that the separate existence of the corporation 
should be ignored for all purposes or that Smith should be regarded as 
still owning the stock transferred at his original cost but held that because 
of his complete domination and control of the corporation the loss had 
not been realized within the meaning of the statute.*° 

In response to the taxpayer's reliance on Burnet v. Commonwealth 
Improvement Co.,”" where a gain was taxed under identical circumstances, 
Mr. Justice Reed in the Smith case said :** 

A taxpayer is free to adopt such organization for his affairs as he may 
choose and having elected to do some business as a corporation, he must 
accept the tax disadvantages. 

On the other hand, the Government may not be required to acquiesce in the 
taxpayer’s election of that form for doing business which is most advantage- 
ous to him. The Government may look at actualities and upon determination 
that the form employed for doing business or carrying out the challenged tax 
event is unreal or a sham may sustain or disregard the effect of the fiction as 
best serves the purposes of the tax statute. (Italics supplied.) 


There was a vigorous dissent by Mr. Justice Roberts on the ground 
that the corporate entity was being disregarded without due cause. 

It is the portion of the majority opinion quoted above which has given 
rise to the claim that the taxpayer must always for tax purposes regard 
the corporate form chosen by him for doing business but that the Com- 
missioner may freely ignore corporate entity where that will benefit the 
revenue. It is significant, however, that the court by no means went to 
this extent. It limited the class of cases where the Commissioner could 


26 See Harrar, The Function of the Entity in Federal Income ‘Taxation (1941) 25 
Minn. L. Rev. 189, 195: “When the Court holds ‘there is not enough of substance in 
such a sale finally to determine a loss,’ it means that the loss does not constitute an item 
deductible from gross income for tax purposes, but it does not mean ‘there was no sale’ 
or ‘there was no corporation.’ The fiction is tailored to fit the facts, not to annihilate 
them.” 

27 287 U.S. 415 (1932). 
28 308 U.S. at 477. 











1945] THE CORPORATE ENTITY IN TAX CASES 9 


ignore the corporate entity to those where “the form: employed for doing 
business or carrying out the challenged tax event is unreal or a sham.” 

In Moline Properties, Inc. v. Commissioner*® the taxpayer unsuccess- 
fully urged that the corporate identity be ignored. There one Thompson 
organized the taxpayer in 1928 as a security device to meet demands of 
creditors. The corporation borrowed money, and paid off loans out of 
proceeds of sales. The remaining parcels were sold by the corporation in 
1934, 1935 and 1936, the proceeds being received personally by Thomp- 
son. In 1934, a portion of the property was leased for $1,000 as a parking 
lot. The corporation kept no books and maintained no bank account, but 
reported in its tax returns the rent, the loss from the sale in 1934 and the 
gain from the sale in 1935. Thompson reported the gain on the 1936 
sale in his personal return. The question was whether the 1935 and 1936 
gains were taxable to the corporation as the government claimed, or to 
Thompson individually. 

Mr. Justice Reed for the court held that the corporation was a separate 
taxable entity and restated his view that where a taxpayer chose the 
advantages of incorporation to do business he had to accept the tax dis- 
advantages. He attempted to summarize the exceptions to this rule as 
follows : °° 

To this rule there are recognized exceptions. Southern Pacific Co. v. Lowe, 
247 U.S. 330, and Gulf Oil Corp. v. Lewellyn, 248 U.S. 71, have been recog- 
nized as such exceptions but held to lay down no rule for tax purposes. 
New Colonial Co. v. Helvering, supra, 442, n. 5; Burnet v. Commonwealth 
Improvement Co., supra, 419, 420. A particular legislative purpose, such as 
the development of the merchant marine, whatever the corporate device for 
ownership, may call for the disregarding of the separate entity, Munson S. S. 
Line v. Commissioner, 77 F. 2d 849, as may the necessity of striking down 
frauds on the tax statute, Continental Oil Co. v. Jones, 113 F. 2d 557. In 
general, in matters relating to the revenue, the corporate form may be dis- 
regarded where it is a sham or unreal. In such situations the form is a bald 
and mischievous fiction. Higgins v. Smith, 308 U.S. 473, 477-78; Gregory 
v. Helvering, 293 U.S. 465. 


He concluded that since the taxpayer corporation was created by Thomp- 
son for his own advantage and did some business, it was a separate entity. 
He characterized the argument that the corporation was a mere agent 
for its sole stockholder as basically the same argument of identity in a 
different form and said the question of agency or not depends on the same 
legal issues as does the question of identity. 

In Interstate Transit Lines v. Commissioner** the taxpayer was a cor- 


29 319 U.S. 436 (1943). 
30 Td. at 439. 
31 319 U.S. 590 (1943). 
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poration conducting an interstate bus business. It could not legally con- 
duct an intrastate business in California. It therefore organized a Cali- 
fornia subsidiary to do the business it was unable to do itself. All profits 
of the subsidiary were to be paid to the taxpayer and it was to reimburse 
the subsidiary for any operating deficit. The question was whether the 
1936 operating deficit of the subsidiary could be deducted as a business 
expense by the parent. 

Mr. Justice Reed said for the court that the case involved a claim by 
the taxpayer for treatment of itself and its subsidiary “as a single taxable 
person.” He further said :*? 

Whether phrased as the payment of an expense in a business conducted for 
a principal by an agent or as a case where equity and reality require that the 
separate corporate identities be ignored or as the incurving under contract 
of a necessary expense, petitioner’s argument for its success depends on the 
contention that Stages’ operating deficit is an expense of petitioner’s business. 

The court held that the deduction was not allowable. The fact that 
there was a contract to assume the deficits was unimportant, since it was 
not the business of the petitioner to pay the cost of operating an intrastate 
bus line in California.** He therefore concluded that it was not necessary 
to decide whether, if the record were complete, the taxpayer and its sub- 
sidiary should be treated as a single taxable entity. 

Mr. Justice Jackson, dissenting, argued that a corporation could prop- 
erly contract with another to render services which the former could not 
legally perform itself, such as lawyer’s services, doctor’s services, or any 
form of activity not covered by the charter powers. He said, however :** 

I think there is no merit in the taxpayer’s theory that the Commissioner 
must disregard the corporate entity of the subsidiary. If a taxpayer itself 


creates and uses a corporation, he cannot require the Commissioner to say 
it isn’t there. 


In most of the Supreme Court tax decisions, the corporate entity is in 
fact strictly regarded, although the opinions recognize that there are 
exceptions to the general rule. Weiss v. Stearn and Higgins v. Smith may 
be regarded as exceptions, but even in those cases the court seemed to 
avoid so far as possible a flat statement that it was ignoring the corporate 
entity. 


82 Td. at 593. 

33 Cf. Burnet v. Clark, 287 U.S. 410 (1932), and Dalton v. Bowers, 287 U.S. 404 
(1932) (denying to individual stockholders the deduction as business expenses of 
amounts paid by them to further the corporation’s business.) 


34 319 U.S. 590, 596 (1943). 
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II. Cases IN WHICH THE TAXPAYER Has SouGHT To IGNORE 
THE CORPORATE ENTITY 


The general rule, of course, is that if a taxpayer chooses to do business 
in corporate form to gain some advantage, such as limitation of liability, 
compliance with state laws or demands of creditors, or tax savings, the 
corporate entity will not be ignored and the resulting tax disadvantages 
must be accepted. This rule is almost universally enforced and is usually 
flatly stated as subject to no exceptions.** 

There is one class of cases, which is really not an exception to the gen- 
eral rule, where the courts have recognized that a corporation, like any 
other nominee or agent, may hold title for or perform acts for its stock- 
holder. Where the fact can be proved that the corporation was merely 
holding record title and was not the beneficial owner or that it acted solely 
as agent for its stockholder, these facts will not be ignored.** To be 
successful in such a case it is necessary for the taxpayer to prove that the 
corporation has not done the business or held the property for its own 
account and has consistently been treated as a mere agent or conduit for 
tax purposes and for other purposes.*” 

This principle is well illustrated in the recent case of Paymer v. Com- 
missioner.** In that case, two equal partners had organized Raymep and 
Westrich as dummy corporations to hold title to real estate for the pur- 
pose of deterring creditors of one of the partners. The taxpayers re- 
ported the income and expenses of the properties as partnership income 
and expenses. The Commissioner sought to tax the income to the cor- 
porations and to treat the partnership as having received dividends. The 
Commissioner was successful in the Tax Court. 


35 Burnet v. Commonwealth Improvement Co., 287 U.S. 415 (1932) ; New Colonial Ice 
Co., Inc. v. Helvering, 292 U.S. 435 (1934) ; Watson v. Comm’r, 124 F. (2d) 437 (C.C.A. 
2d, 1942); Moline Properties, Inc. v. Comm’r, 319 U.S. 436 (1943); Interstate Transit 
Lines v. Comm’r, 319 U.S. 590 (1943) ; Texas-Empire Pipe Line Co. vy. Comm’r, 127 F. 
(2d) 220 (C.C.A. 10th, 1942). 

36 Stewart Forshay, 20 B.T.A. 537 (1930); Comm’r v. Moro Realty Holding 
Corp., 65 F (2d) 1013 (C.C.A. 2d, 1933); affirming 25 B.T.A. 1135 (1932); Thrift 
Realty Co., 29 B.T.A. 545 (1933) ; 112 West 59th Street Corp. v. Helvering, 68 F. (2d) 
397 (App. D.C. 1933); North Jersey Title Ins. Co. v. Comm’r, 84 F. (2d) 898 
(C.C.A. 3d, 1936) ; Mark A. Mayer, 36 B.T.A. 117 (1937) ; Abrams Sons’ Realty Corp., 
40 B.T.A. 653 (1939); Archibald R. Watson, 42 B.T.A. 52 (1940); Carling Holding 
Co., 41 B.T.A. 493 (1940) ; Woods Lumber Co., 44 B.T.A. 88 (1941); United States v. 
Brager Building & Land Corp., 124 F. (2d) 349 (C.C.A. 4th, 1941); Lewis Eugene 
Grigsby Trust, 5 T.C. No. 7 (1945); The Income Tax Status of the Agency Corpora- 
tion, 21 Taxes 652 (1943). 

37 Cf. Comm’r v. Court Holding Company, 324 U.S. 331 (1945) (in which a sale in 
form made by the stockholders was held to have been made in fact by the corporation). 

38 150 F. (2d) 334 (C.C.A. 2d, 1945). 
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The Circuit Court of Appeals agreed that the corporate entity of 
Raymep had to be regarded because it had engaged in business for its 
own account by borrowing $50,000 and assigning as part security for the 
loan all the lessor’s rights under two leases covenanting that it was the 
sole lessor. Westrich, however, was treated as a mere passive dummy 
which had done nothing except to hold title to real estate as a blind to 
deter creditors. This sham corporation which the taxpayers had created 
they were permitted to ignore for income tax purposes. Raymep, however, 
was taxed on the income from the properties transferred to it because it 
had engaged in one substantial business transaction and hence was not a 
mere passive dummy. 

It is not, of course, always easy to draw this line in particular cases. 
Thus in Phebus Oil Co. v. Commissioner*® the Board of Tax Appeals and 
the court refused to allow a subsidiary corporation a dividends paid 
credit based on a contract executed by the parent company, although the 
court stated :*° 


... petitioner was from the beginning a corporate creature of Penn Wyo Trust, 
and, as such, was never anything more than one of the pawns with which 
Penn Wyo and Arkansas and Ohio played the speculative game in which they 
had contracted to engage.** 


But in Inland Development Co. v. Commissioner* the corporate entity of 
subsidiaries formed solely to hold title to oil leases was ignored for the 
purpose of keeping the parent company out of the class of personal hold- 
ing companies. Although the subsidiaries not only held title to the oil 
leases, but had made contracts for the drilling of wells and had declared 
dividends which, if truly dividends, made the parent company a personal 
holding company, the court indicated that these facts were outweighed by 
the fact that the parent received all the income from leases directly, did 
all the work with its own employees, and paid all the expenses.** 

The decision in the Moline Properties case, which was subsequent to 
most of the cases referred to above, indicates how strict the courts will 
be in refusing to permit the corporate entity to be disregarded by the 


39 134 F. (2d) 217 (C.C.A. 5th, 1943). 

49 Td. at 218. 

41 Cf. Hughes Tool Co. v. Comm’r, 147 F. (2d) 967 (C.C.A. 5th, 1945) (in which 
a Delaware corporation into which a Texas corporation had been merged was allowed 
the benefit of a contract restricting dividends made by the predecessor corporation). 

42120 F. (2d) 986 (C.C.A. 10th, 1941). 

43. Cf. United States v. Burrows Bros. Co., 133 F. (2d) 772 (C.C.A. 6th, 1943) 
(where taxpayer was allowed a bad debt deduction instead of a capital loss when it 
transferred for 50% of face value to a subsidiary of an insolvent bank a deposit claim 
against the bank). 
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taxpayer. Even since that decision, however, it seems clear that a cor- 
poration may act merely as nominee title holder or agent for its stock- 
holder, but the taxpayer must prove a clear case and a consistent course 
of conduct to come within this principle. 

The decision in Munson S. S. Line v. Commissioner“ appears to stand 
by itself as representing a class of cases in which the taxpayer may ignore 
corporate entities to carry out a legislative purpose. There the taxpayer 
was permitted to ignore the separate corporate identity of eight sub- 
sidiaries owning vessels and to treat as its net earnings the net earnings 
of these vessels for the purpose of securing an exemption from tax under 
section 23 of the Merchant Marine Act of 1920, applicable to certain net 
earnings from operation of vessels invested in the construction of new 
vessels in American shipyards. The court said :*° 

It is plain that the parent corporation took possession of the vessels with- 
out formal corporate action by the subsidiaries, operated them as it would 
its own, and retained their earnings, making only a bookkeeping division 
thereof. Doubtless for the purpose of limiting liability in circumstances 
where the protection afforded by the limitation act might not be available, the 
legal title to each vessel was put in a separate corporation; for practically 
every other purpose the vessels were treated as though owned by the parent. 
. . . Thus even in tax cases the separate identity of corporations may be 
disregarded in exceptional circumstances. . . . In our opinion to disregard 
it under the circumstances here disclosed will better carry out the legislative 
purpose of the statute in question. 


Presumably, this decision survives the decision in Moline Properties, Inc., 
as the court there said :*® 

A particular legislative purpose, such as the development of the merchant 
marine, whatever the corporate device for ownership, may call for the dis- 
regarding of the separate entity. (Citing the Munson Steamship Line case.) 

With these qualifications the rule seems to be that taxpayers who choose 
to do business in corporate form must accept the tax disadvantages and 
will not be permitted to ignore the corporate entity or to treat income 
from property beneficially owned by the corporation, or transactions 
carried by the corporation for its own account as income or transactions 
of the stockholder, and must give the ordinary tax consequences to trans- 
actions between the corporation and its stockholder. 


4477 F. (2d) 849 (C.C.A. 2d, 1935). 
45 Td. at 851. 
#6 319 U.S. 436, 439 (1943). 











14 TAX LAW REVIEW [Vol. 1: 


III. Cases IN WHICH THE COMMISSIONER Has SouGcHtT 
TO DISREGARD THE CORPORATE ENTITY 


The most interesting cases in this class would be those in which the 
Commissioner had failed in his attempt to pierce the corporate veil, as 
these might throw direct light on the limits of the Commissioner’s power 
to take such action. However, it is difficult to find cases of this kind. 
Apparently, the Commissioner has had a high percentage of success in 
those cases where he has attempted to disregard the corporate entity. 

The Commissioner did fail in Commissioner v. Montgomery.*’ In that 
case, Montgomery had a profitable contract with the state of Texas for 
the construction of a building. On July 1, 1936, after the contract was 
partly performed, it was assigned to a new corporation organized by 
Montgomery, his wife and his brother. The corporation had only $1,000 
capital and 100 shares of stock. Four shares, having the sole voting 
power, were taken by the three incorporators, and 96 non-voting shares 
were issued to Montgomery’s minor children. This corporation completed 
the building, using Montgomery’s organization. The profits up to the 
date of assignment were $86,000 (resulting from an expenditure of 
$575,000) and were reported as income by Montgomery and his wife on 
the community basis. The profits after assignment of $80,000 (resulting 
from an expenditure of $76,000) were reported by the corporation. The 
Commissioner sought to tax the entire profit to Montgomery and his 
wife. He failed largely because most of the stock of the corporation was 
not owned by them but was owned by the three children, so that on look- 
ing through the corporation one would see not Montgomery but his chil- 
dren. In the Circuit Court of Appeals there was a vigorous dissenting 
opinion by Judge Hutcheson. 

In John Sherwin** the Commissioner failed in an effort to treat as 
still owned by a corporation, securities which the corporation had sold 
on very liberal terms to the stockholders. In that case John and Francis 
Sherwin and their families each owned one-half of the stock of Mid- 
Continent Securities Co., a personal holding company which had existed 
for a number of years, had bought and sold securities and had been 
conducted and treated as a separate corporate enterprise. The company 
had a large loss in 1937 on a particular security which had become worth- 
less. On December 20, 1937, after discussing the matter with the revenue 
agent’s office, the company sold stocks, which had gone up in value but 
had a thin market, to the two principal stockholders at market value, thus 
realizing a gain of over $1,000,000 which was more than offset by the 


47 144 F, (2d) 313 (C.C.A. 5th, 1944), affirming 1 T.C. 1000 (1943). 
48 46 B.T.A,. 330 (1942). 
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worthless stock loss. The buyers made only a small down payment, agreed 
to pay the balance in 5 years with 4 per cent interest, to apply at least 
50 per cent of the dividends as payments on interest and principal, and 
pledged the stock back to the company, but had the right at any time to 
give up the stock and be released from liability for any further payments. 
The Board of Tax Appeals refused to sustain the Commissioner in at- 
tempting to treat as income of the corporation for 1938 the dividends 
received by the stockholders and paid to the corporation as interest and 
principal. It had been stipulated that no fraud or tax evasion was in- 
volved but it was evident that the transaction was dominated by tax 
motives. The Board held that the sales were bona fide and that the cor- 
poration was taxable only on the interest received by it. Here the Board 
refused to ignore the separate existence of the stockholders, or the trans- 
action between the corporation and the stockholders. 

Lower court decisions in which the Commissioner has succeeded in 
disregarding the corporate entity are much more numerous and a few 
of the more interesting recent decisions are discussed. 

Whatever may have been the view of the majority of the Supreme 
Court as to the scope ®f its decision in Higgins v. Smith, supra, it soon 
developed that the corporate existence of Mr. Smith’s wholly owned 
security corporation was to be ignored for all tax purposes. When that 
decision was made, the Board of Tax Appeals had pending before it 
Smith’s cases for 1929 and 1930. It followed the Supreme Court decision 
in disallowing to Mr. Smith losses on sales by him to the corporation 
but did not otherwise ignore the corporation’s existence, saying :*° 

The decision does not require complete disregard of the separate corporate 


entity, Innisfail, for tax purposes and we are not disposed to go further than 
has the Supreme Court. 


The Circuit Court of Appeals for the Second Circuit, however, held 
that the Tax Court had not gone far enough. It said that there was some 
language in Higgins v. Smith—*° 


... which may indicate that the income of a company that is owned by a sin- 
gle stockholder may, if the Commissioner thinks best, be assessed against him 
rather than the corporation. But in the case at bar we need go no farther 
than to say that there was no substantial business reason for the creation or 
continued existence of Innisfail since its only, or at least, its main object was 
to furnish the owner of all its stock with a means of diminishing his taxes. 
It not only conducted no business enterprise but had no justification for 
existence even as a holding company. 


49 John Thomas Smith, 42 B.T.A. 505, 506 (1940). 
50 Comm’r v. Smith, 136 F. (2d) 556, 559 (C.C.A. 2d, 1943). 
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The court therefore held that the dividends received by Innisfail were 
taxable to the stockholder and that the income of the corporation and the 
stockholder should be consolidated for the years in question and taxed 
to the individual stockholder. He was required to account for all the 
corporation’s income and also allowed to deduct all its expenses and 
losses, ignoring losses on transfers of securities between the two and 
using as the basis for stock transferred by the individual to the corpora- 
tion at a loss the original cost to the individual less any loss which he had 
been allowed on the transfer to the corporation. 

In Continental Oil Co. v. Jones** the court refused to recognize as 
effective sales large transfers of oil and gasoline made to wholly owned 
subsidiaries, which were not made in the ordinary course of business, 
but to avoid impending taxes or increased taxes on sales of such products 
by a producer. The sales made by the subsidiaries were treated as sales 
made by the parent producing company for tax purposes, except that the 
intercompany sale to one subsidiary which had been operating as a dis- 
tributor was given effect, but only to the extent of its normal requirements. 

In Crown Cork International Corporation? a parent corporation sold 
stock at a loss to a subsidiary. The sale was made at the book value of 
$5 per share although the market value was but $2 per share. The sale 
was made for the purpose of getting a tax deduction. The Tax Court 
sustained the Commissioner in denying the loss. Section 24(b) (1) of the 
Internal Revenue Code did not deny the loss deduction because neither 
corporation was a personal holding company. The Tax Court denied the 
loss on general principles, stating :°* 


There is no showing whether or not the subsidiary had officers of its own, 
as distinguished from those of the parent, whether its business was conducted 
by a separate organization, whether, even in theory, it was capable of reach- 
ing independent decisions, or how its properties and financies were carried 
and operated. 


The Tax Court also said :** 


.. . the record would warrant only a finding that the subsidiary is under 
the complete domination and control of petitioner, and that there is in sub- 
stance no distinction between the two. Southern Pacific Co. v. Lowe, 247 
U. S. 330; North Jersey Title Ins. Co. v. Commissioner (C.C.A., 3d Cir.), 
84 Fed. (2d) 898. It would follow that a transfer from one to the other was 
no more than a shifting from one department or branch to another of the 
same entity, and hence that the loss is utterly lacking in finality. 


51113 F. (2d) 557 (C.C.A. 10th, 1940), cert. den., 311 U.S. 687 (1940). 
524 T.C. 19 (1944), aff'd, 149 F. (2d) 968 (C.C.A. 3d, 1945). 

$3 Td, at 25. 
54 Id. at 25. 











1945] THE CORPORATE ENTITY IN TAX CASES 17 


The Tax Court also relied on the lack of any business purpose for the 
transaction, the artificially high price paid by the subsidiary and the lack 
of any motive other than to secure tax saving. The transaction was re- 
garded as sham, unreal and lacking in good faith and finality. 

Judge Opper stated the rule as follows :°° 


Not all transactions between a wholly owned corporation and its parent 
are to be disregarded. But where either the relationship between the two 
is such that they are in fact inseparable, so that the individual existence of 
the two entities is an unsupported fiction and the ‘finality’ of the loss to the 
combined enterprise is consequently negatived, cf. Interstate Transit Lines v. 
Commissioner, 319 U.S. 590, or the transaction itself is without a true 
purpose except that of tax avoidance, so that its effectiveness to ‘change the 
flow of economic benefits,’ its ‘good faith,’ as an incident of the conduct of the 
business, is suspect, cf. Wickwire v. United States (C.C.A. 6th Cir.) 116 F. 
(2d) 679, then taxpayers have failed to show themselves entitled to the 
benefit of the loss. 


In Thomas K. Glenn,*® Mr. Glenn, while in financial difficulties, formed 
a corporation to which he transferred his home and other properties for 
the alleged purpose of raising money. This corporation did no business. 
Glenn paid the taxes and paid off a mortgage which the corporation had 
assumed. After the financial difficulties had cleared up the corporation was 
dissolved, Glenn getting back the same assets which he had turned in. The 
Tax Court sustained the Commissioner in denying to Glenn any loss on 
the liquidation, principally on the ground that the entire transaction was 
personal rather than one of business. Judge Disney said :* 


Though of course, it is well recognized that corporate entity will ordinarily 
be respected, it is equally settled that this is not true under many circum- 
stances, and where upon examination of all the circumstances it becomes 
clear that a true business function was not served by the corporate entity, it 
should not be respected. Lack of actual transaction of business is found 
reason for denying corporate entity in various cases, perhaps most notably in 
Gregory v. Helvering, 293 U.S. 465; also in United Stats v. Brager Building 
& Land Corporation, supra. 


In this case, little emphasis was placed on any tax avoidance motive, the 
case being treated rather as falling in the class of those where the cor- 
poration merely acted as an agent for its stockholder to hold the title to 
property. 

The notable case of Hay v. Commissioner®* involved the complete dis- 
regard of a corporate entity. In that case, Hay, who was Canadian born, 


55 Td. at 23. 

56 3 T.C. 328 (1944). 

57 Td. at 240. 

58145 F. (2d) 1001 (C.C.A. 4th, 1944), cert. denied, 65 Sup. Ct. 868 (1945) 
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became a United States citizen in 1918 and wound up as the sole stock- 
holder of William C. Hay, Limited, a California corporation, the stock of 
which was worth about $2,000,000 and had cost Hay but $32,000. Hay 
was not in good health and feared serious estate tax consequences on his 
death. He decided to expatriate himself, and became a Canadian citizen, 
on July 17, 1937. He went to Nassau on July 21, 1937, taking the stock 
of Hay, Limited, with him. He organized a Nassau corporation, leased 
living quarters, and on August 4, 1937 transferred all the stock of Hay, 
Limited, to Colonial, a Nassau corporation. Shortly thereafter, because of 
apprehension as to taxes on accumulated surplus of American corpora- 
tions, it was decided to liquidate Hay, Limited, and on December 10, 
1937 all the assets of Hay, Limited, were transferred to Colonial in 
liquidation, all this being done in Nassau. Colonial had no employees 
and no other business. There was, of course, a large gain on the trans- 
action, which the Commissioner attempted to tax to Hay. 

It was conceded that Hay became a nonresident alien and that any 
gain on the exchange in August of the stock of Hay, Limited, for the 
stock of Colonial was not taxable because not derived from sources 
within the United States, although it was apparently this transaction 
which the Commissioner originally attempted to tax. It was held, however, 
that Hay individually realized a gain on the liquidation of Hay, Limited, 
in December, 1937, ignoring the separate corporate existence of Colonial, 
and that gain from a liquidating distribution by a domestic corporation 
was gain derived from sources within the United States. Hay strenuously 
contended that he had realized the gain .by the August exchange, this 
being a nontaxable gain, and hence that he could not realize a further gain 
in December. This point bothered the Circuit Court of Appeals but it 
held that he could not avoid the tax consequences by splitting the transac- 
tion into two parts and that the Commissioner, under the circumstances, 
did not have to recognize that any gain was realized in the August trans- 
action, since Hay merely exchanged stock in one company for stock of 
another company, both of which he wholly dominated, and the under- 
lying purpose of the transaction was tax avoidance. The Commissioner 
did not have to recognize the gain for none in fact was earned. It was 
then held that under the principles of Higgins v. Smith the separate 
juristic existence of Colonial could be ignored, not because Hay was the 
sole owner of its stock but because the primary purpose of Colonial was 
to minimize taxation and enable Hay to secure possession of the assets 
of Hay, Limited, without paying the large tax which the liquidation of 
the company and the distribution of its assets to Hay in this country 
would have involved. Colonial in fact had no other business purpose. 
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Perhaps the most interesting of the recent lower court decisions is 
National Investors Corporation v. Hoey.*® In that case, on December 17, 
1934, the taxpayer transferred its holdings in three subsidiaries worth 
$4,660,000 to a fourth subsidiary for all its stock consisting of 10 shares. 
This was done as a preliminary to a plan to unite the taxpayer and its 
four subsidiaries into one company. This plan was submitted to the 
stockholders on December 20, 1934, but after extended consideration the 
plan was rejected by the stockholders. The taxpayer then decided to 
liquidate the fourth subsidiary to which its holdings had been trans- 
ferred. On December 21, 1935 it turned in one-tenth of the stock for 
one-tenth of the assets, claiming a loss of $230,000 which was all it 
could use for tax purposes in 1935. In January, 1936, it completed the 
liquidation, claiming a further loss. The loss, of course, resulted from 
depreciation in value during 1935 of the securities which were originally 
transferred and then taken back. 

Judge Learned Hand discussed at some length when the corporate 
form may be disregarded. He first pointed out that his court, when 
Higgins v. Smith was before it, had assumed that the general rule 
applied and had allowed the loss :°° 


In this we were in error, however, for the Supreme Court held that, 
although the Treasury might insist upon the separate personality of the 
corporation when it chose, it might also disregard it, when it chose. 


He then pointed out that in United States v. Morris & Essex R. Co." 
his court had interpreted the Supreme Court decision in Higgins v. Smith 
to mean that :° 


The Treasury may take a taxpayer at his word, so to say ; when that serves 
its purpose, it may treat the corporation as a separate person from himself ; 
but that is a rule which works only in the Treasury’s own favor ; it cannot be 
used to deplete the revenue. 


As to this interpretation, Judge Hand says in the National Investors 
case :°° 


Again we were wrong; we neglected to observe that the corporate ‘form’ 
must be ‘unreal or a sham,’ before the Treasury may disregard it; we had 
taken too literally the concluding language that it was the ‘command of 
income and its benefits which marks the real owner of property.’ 


59 144 F. (2d) 466 (C.C.A. 2d, 1944). 

6° Td. at 467. 

61 135 F. (2d) 711 (C.C.A. 2d, 1943), overruled in Comm’r v. Western Union Telegraph 
Co., 141 F. (2d) 774 (C.C.A. 2d, 1944), cert. den., 322 U.S. 751 (1944). 

62 144 F, (2d) 466, 467. 

63 Ibid. 
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This, he says, was made evident by the Supreme Court’s decision in the 
Moline Properties case, as to which he states :** 

The gloss then put upon Higgins v. Smith, supra, was deliberate and is 
authoritative: It was that, whatever the purpose of organizing the corpora- 
tion, so long as that purpose is the equivalent of business activity or is fol- 
lowed by the carrying on of business by the corporation, the corporation 
remains a separate taxable entity. 

Applying these principles to the case before it, the court held that the 
fourth subsidiary was properly organized for business purposes for the 
purpose of putting through the plan of consolidation. However, as soon 
as that plan was rejected by the stockholders and abandoned, any continued 
retention of the securities in the subsidiary was not a “business” activity. 
The court therefore held that the taxpayer was entitled to deduct as a loss 
any decrease in the value of the securities until the shareholders rejected 
the plan and for a reasonable time thereafter but that it was not entitled to 
deduct any depreciation in value after such time when there was no longer 
any “business” for the subsidiary to do. That later decreases in value 
should not be recognized was regarded as the inevitable corollary of the 
doctrine that the Treasury may disregard transactions with a wholly- 
owned corporation not engaged in any business activity. The case was 
sent back for a new trial on this basis, but since the decrease in value all 
occurred within the time limit specified by the court, the taxpayer fared 
well enough. Little emphasis is placed in this decision on any motive of 
tax avoidance. The principle adopted seems rather to be that the Com- 
missioner may, for tax purposes, ignore the separate corporate existence 
of a wholly-owned subsidiary at any time: or for any period when the 
maintenance of the subsidiary is not justified by a business purpose or 
activity. 

IV. ConcLusions 


It is difficult to generalize in this field, since every case turns on its par- 
ticular facts. Furthermore, the issue is very often not clear-cut. A 
particular decision may turn on a question of agency or property rights, 
or on the application of section 45 permitting allocation of income and 
deductions between organizations under common control, and the courts 
may only refuse to recognize fhe separate corporate identity in determin- 
ing the tax effect of a particular transaction rather than ignore the cor- 
poration for all purposes. However, some general conclusions may be 
ventured. 

The corporate identity is generally regarded for tax purposes but may 
be disregarded in unusual cases. It would not appear that all the decisions 


64 Td, at 467, 468. 
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purporting to disregard corporate entity can be explained as resulting from 
the application of some general principle of law or as being merely a lazy 
court’s method of reaching a conclusion without careful analysis of the 
underlying legal principles, although undoubtedly many decisions may 
be explained in some such manner. As a practical matter, the Bureau of 
Internal Revenue and the courts do decide cases on the theory that the 
corporate identity may be ignored in certain classes of tax cases. The 
Supreme Court has abstained to a very large extent from flat statements 
to that effect. We must, nevertheless, as a practical matter, recognize that 
there are exceptions to the general rule. 

It is difficult, if not impossible, for the taxpayer to compel the Com- 
missioner to ignore corporate entities in the absence of a specific statutory 
provision. Certainly, if a corporation holds property or conducts busi- 
ness or transactions for its own account, the Commissioner can levy taxes 
on that basis, no matter what the taxpayer’s motives for choosing the 
corporate form may have been or how informally the corporate affairs 
may be conducted. It may be possible for taxpayers to prove in particular 
cases that the corporation acted merely as nominee or holder of record 
title or as agent for its stockholders, so that the stockholder is the real 
party in interest or the corporation is a mere sham.®*° The application of 
such a principle does not involve disregard of the corporate entity but 
rather proof as to what the transaction in fact was. 

The Commissioner, however, does not have a free hand to ignore 
corporate entities whenever he chooses in order to find larger taxes, but 
he may do so in certain classes of cases which it is difficult to define. 
Mr. Justice Reed’s formula is that the Commissioner may sustain or 
disregard the fiction, as he chooses, “upon determination that the form 
employed for doing business or carrying out the challenged tax event is 
unreal or a sham.’’®* The surprising thing, perhaps, is that Mr. Justice 
Reed regards a sale at market value by an individual to a wholly-owned 
securities corporation, which had existed for a number of years, had 
bought and sold securities on a large scale, and had been taxed as a cor- 
poration, as unreal or sham. 

Judge Learned Hand goes somewhat further in applying to a cor- 
porate subsidiary the same general theory as the Supreme Court applied 
to a corporation wholly owned by an individual. Judge Hand, however, 
seems to place chief emphasis on the necessity for the existence of a 
business reason (other than a purpose to minimize taxes) for the main- 
tenance of the corporation or for the carrying out of the particular trans- 


65 Paymer v. Comm’r, 150 F. (2d) 334 (C.C.A. 2d, 1945). 
66 Higgins v. Smith, supra. 
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action involved.** The Tax Court similarly stresses the necessity for a 
business reason or purpose as distinguished from a personal reason.** 

Where there is no business reason other than a purpose to avoid taxes, 
for the formation of a corporation or for the carrying out of a particular 
transaction, the Commissioner is in a strong position to ignore the cor- 
porate entity if he chooses.® 

Professor Finkelstein in 1935 suggested, as a rule to be applied, al- 
though not then regarded as adopted by the courts, that the courts should 
ignore the existence of all corporations formed or used chiefly for the 
purpose of avoiding taxes but should regard corporations formed for 
purposes other than tax avoidance.’ Subsequent decisions have gone far 
toward adopting this rule. 

Mr. Case recently said that the Smith and Griffiths cases, read together, 
“stand for the rule that the identity of a wholly-owned corporation will 
be ignored for tax purposes if it is created for or used as a vehicle for 
tax avoidance and if additional federal revenues will be forthcoming as a 
result.” ** In his view, the exceptional cases in which corporate entities 
will not be regarded for tax purposes, apart from cases governed by 
statute, are those “where the corporation was formed or used for the 
purpose of avoiding taxes and where the corporation was not created to 
function as such or to serve a useful business purpose.” 

The law seems to be that the Commissioner, in the absence of a specific 
statutory provision, cannot ignore the separate corporate identity of a 
corporation formed in normal course for a proper business purpose and 
conducting business for its own account er refuse to give effect to bona 
fide transactions between the corporation and its stockholders. If, how- 
ever, the corporation is organized as a tax saving device and there is no 
business reason (other than minimizing taxes) for its existence or con- 
tinuance, the Commissioner probably can ignore its separate existence or 
refuse to give effect to a transaction between the corporation and its 
stockholders. In the last analysis, each case will turn on its own facts, 
but in every case questions of bona fides, tax avoidance and business pur- 
pose will play a major part. 

Many of the authorities fail to draw a distinction, which it seems must 
be made, between disregard of the corporate entity by the taxpayer and 


67 National Investors Corporation v. Hoey, supra. 

68 Thomas K. Glenn, supra. 

69 Higgins v. Smith, 308 U.S. 473 (1940) ; Higgins v. Smith, 136 F. (2d) 556 (C.C.A. 
2d, 1943) ; Continental Oil Co. v. Jones, supra; Crown Cork International Corporation, 
supra; Hay v. Commissioner, supra; National Investors Corporation v. Hoey, supra. 

70 44 YALE L. J. 436, 453 (1935). 

71 Disregard of Corporate Entity in Federal Taxation—The Modern Approach (1944) 
30 Va. L. Rev. 398. 











1945] THE CORPORATE ENTITY IN TAX CASES 23 


disregard thereof by the Commissioner. The general rule and the ex- 
ceptions are often stated in general terms and as if equally applicable in 
both classes of cases, and cases are cited without regard to this distinc- 
tion. The Supreme Court decision in Higgins v. Smith, however, clearly 
indicates that the Commissioner may, if he chooses, disregard the cor- 
porate entity where the taxpayer under similar circumstances could not 
compel the Commissioner to do so. 

Another very important question is whether a corporation which is a 
subsidiary of another corporation will be treated on the same basis for 
this purpose as a corporation wholly owned by an individual. Judge 
Learned Hand in National Investors Company seems to place the two 
situations on the same footing, although, generally speaking, transactions 
involving individually owned corporations have more often been attacked 
than transactions involving corporate subsidiaries. This may be due to 
the fact that ordinarily there are substantial business reasons for the for- 
mation and continuance of subsidiaries and for transactions between a 
parent corporation and its subsidiaries, which are less likely to be present 
where an individual is dealing with a wholly-owned corporation. Na- 
tional Investors Corporation, however, is a clear signpost indicating that 
transactions between parent and subsidiary or between subsidiaries of the 
same parent and the formation and dissolution of subsidiary companies 
must be supported by sound business reasons other than a purpose to 
minimize taxes, if such transactions are to have their ordinary tax con- 
sequences. 














A Proposal For An Accessions Tax 


HARRY J. RUDICK 


THE PROPOSAL 


$i is a proposal for the abolition of the present federal estate and 
gift taxes and the substitution therefor of a progressive tax on each 
recipient of money or other property by way of inheritance’ or inter vivos 
gift. The brackets of tax would progress not according to the size of the 
donor’s’ taxable dispositions’ but according to the aggregate taxable 
acquisitions of the donee,* no matter from whom. Tax liability for a 
particular year would be computed in the same way as under the existing 
gift tax law,° that is, by first computing a tax on the aggregate taxable 
acquisitions of the taxpayer during the taxable year and prior years, and 
then deducting from this figure the tax on the taxpayer’s aggregate tax- 
able acquisitions in prior years. For want of a better name, we call the 
suggested new tax an “accessions tax.” 

In exploring the proposition we intend to approach it from a broad 
viewpoint, one which enables us to discern not merely the technical prob- 
lems involved but the politico-social and economic implications as well. 
Tax law, like other law, does not exist in a vacuum—‘“No other branch 
of the law touches human activities at so many points.”* If we serve 
society as tax lawyers, we must realize, regardless of our predilections, 
that in our era the amount of revenue we raise by taxes and the types of 
taxes we decide to impose are dictated not solely by revenue needs, 1.¢., 


Harry J. Rupick is Professor of Law at New York University and a partner of 
Lord, Day & Lord, New York City; author of many articles for law reviews; member 
of tax committees of the New York State and American Bar Associations; lecturer at 
the Practising Law Institute and the New School for Social Research; counsel to the 
Business Committee of the National Planning Association, and member of the United 
States Treasury Advisory Committee on Estate and Gift Taxes. 


1 The term “inheritance” is here intended to include acquisitions by devise, bequest or 
intestacy. 

2 The term “donor” is here intended to include a decedent. 

3 The term “dispositions” is here intended to include inter vivos gifts and property 
passing by bequest, devise or intestacy. 

* The term “donee” is here intended to include inter vivos transferees by gift, and 
heirs, next of kin, devisees and legatees. 

5 T.R.C. § 1001. 

® Mr. Justice Jackson in Dobson v. Commissioner, 320 U.S. 489, 494 (1943). 
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the expenditures of the government, but by social and economic forces.‘ 
Hence, we should study and try to understand not only the legal problems 
that arise out of tax law, but the social and economic repercussions of that 
law. If the law does not harmonize “with the prevailing social sentiment 
of the community’’* or if the economic consequences seem to be detri- 
mental, it is likely that the law will be changed ; and in the current atmos- 
phere of loose-leaf tax law, when changes are so rapid that few have the 
temerity to commit their knowledge to permanent binding, it is perhaps 
as important for a lawyer to be able to forecast the law of the future as 
to hazard an informed guess as to the law of the present. 


BACKGROUND 


It is generally agreed that the present federal scheme of death duties, 
including the gift tax which is largely an exaction for the privilege of 
escaping death duty, has certain definite shortcomings. These will be dis- 
cussed when we elaborate the present recommendation. But before doing 
that it seems advisable to review briefly the historical background of the 
existing system,’ and to appraise its significance as an instrument of fiscal 
policy. Prior to the last decade of the nineteenth century, apparently 
few American political economists and statesmen were aware of the 


social and economic aspects of federal inheritance taxation.’® True, our 


government had imposed legacy stamp duties as early as 1797** and had 
imposed death duties during the Civil War,’* but these levies were rudi- 
mentary and inconsequential; they were engendered wholly by revenue 
needs and were repealed when the crises had passed. 


7 RuML, Tomorrow’s Business, 196-7 (1945); RuML AND SONNE, Fiscal and Mone- 
tary Policy, NATIONAL PLANNING ASSOCIATION PAMPHLET No. 35, 14 (1944). This is 
not to say that there is any inevitability about social and economic forces; we may shape 
and direct them. See FRANK, FATE AND FreEpoM, A PHILOSOPHY FOR FREE AMERICANS 
(1945). 

§ Hac, Taration, 14 Encyc. Soc. Sciences, 531, 533 (1934). 

° For a condensed history of death duties in the United States, see Paut, FEDERAL 
Estate AND Girt Taxation, 6-15 (1942). For an extensive history of death duties gen- 
erally, see SHULTz, THE TAXATION OF INHERITANCE (1926). 

19 The term “inheritance taxation” is used herein synonymously with death duties. 
The technical distinction between an “inheritance” tax, i.e., a tax on the right of the 
recipient to receive, and an “estate” tax, i.e., a tax on the right of the decedent to dis- 
pose, is without particular significance. An estate tax could be measured by the amounts 
received by particular beneficiaries and an inheritance tax could be measured by the size 
of the decedent’s estate. For a good statement of the theories of inheritance taxation, 
see SHULTZ, op. cit. supra note 9, at 167 et seq 

11 SHULTZ, op. cit. supra note 9, at 150. 

12 SHULTZ, op. cit. supra note 9, at 151. The validity of these taxes was upheld in 
Scholey v. Rew, 23 Wall. 331 (1874). 











1945 ] A PROPOSAL FOR AN ACCESSIONS TAX 27 


In the 1890s, agitation for social reform increased considerably,’* and 
the proponents of progressive inheritance taxation multiplied.’* What 
was perhaps the strongest support came from a surprising quarter. 
Andrew Carnegie, who had amassed an enormous fortune in the steel 
business, wrote an article’® in which he effectively answered the principal 
arguments against death duties. These were—and still are—that they act 
as a brake on individual incentive, that they tend to dissipate productive 
capital, and that for both these reasons they hinder productive employment 
and economic development. Carnegie argued that the accumulation of 
great wealth arose through the appropriation by the individual of values 
produced by society so that the return of the individual’s wealth to the 
nation was but fair; that the curbing of inheritance was not unjust to 
the decedent’s heirs since they had not earned their right to their ances- 
tor’s wealth by their own efforts; that the failure to curb inheritance was 
a negation of American ideals of equality of opportunity and democracy ; 
that inheritance by heirs wealthy in their own right was more often a 
cross than a boon; and that an inheritance tax was not a check on initia- 
tive for the reason that captains of industry accumulate great fortunes 
more for the pleasure they get out of the struggle for accumulation than 
for the sake of their heirs.’* While Carnegie’s argument may be vulnerable 
in detail, it is basically sound. 

In 1898, under the stringency of revenue needs created by the Spanish- 
American War, Congress enacted an inheritance tax on personal prop- 
erty’’ but, like its predecessors, this impost was repealed when the emer- 
gency ceased.** Thereafter, no federal death duty was imposed until 1916 
despite the fact that influential supporters urged it. Among these was 
Theodore Roosevelt who, in a message to Congress in 1906, suggested 
that Congress enact a steeply progressive inheritance tax.’® 

In 1916 Congress,” again under the stress of revenue needs engen- 
dered by defense preparations, passed a federal estate tax “upon the trans- 


13 RATNER, AMERICAN TAXATION, 235 (1942) ; SHULTZ, op. cit. supra note 9, at 155. 

14In 1894 an income tax law was enacted—the first since the Civil War—which 
treated inheritances as income; but this statute was held unconstitutional in the famous 
Pollock case (157 U.S. 429, rehearing 158 U.S. 601 (1895)), not, however, because of 
the taxation of inheritances as income. 

15 NorTH AMERICAN REviEw, June and December 1890. There were other men who had 
accumulated fortunes and who advocated a curb on inheritances, e.g., Harlan E. Read 
and Charles Schwab; SHULTZ, op. cit. supra note 9, at 197, 207. 

16 SHULTZ, op. cit. supra note 9, at 196-7. 

17 PauL, op. cit. supra note 9, at 7. This act was held constitutional in Knowlton v. 
Moore, 178 U.S. 41 (1900). 

18 The tax was repealed in 1902; PAut, op. cit. supra note 9, at 7. 

19 SHULTZ, op. cit. supra, note 9, at 155. 

2° Act of September 8, 1916. 
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fer of the net estate rather than upon the shares passing to heirs and dis- 
tributees or devisees and legatees.”*? The Ways and Means Committee 
thought that such a tax formed “a well-balanced system of inheritance 
taxation as between the Federal Government and the various States” 
(which for the most part taxed the shares passing to the heirs), and was 
one which could be administered with less conflict than a tax based on the 
shares.** Two years later the Senate Finance Committee “strongly rec- 
ommended on grounds of fairness and equity the substitution of an in- 
heritance tax for the estate tax, but the views of the former committee 
prevailed.” ** 

This time the levy was not a temporary one but became a permanent 
part of the federal tax structure. Except for changes in rates, the closing 
of loopholes and the addition of credits for state death taxes and, in cer- 
tain circumstances, for gift taxes, the present estate tax law** is basically 
the same as the 1916 Act. 

It was recognized early in the game that inter vivos gifts would defeat 
the estate tax; but, except for the subjection to tax of gifts in contem- 
plation of death and gifts intended to take effect at death, no firm steps*® 
were taken to narrow the loophole until 1932 when, under the strain of 
a financial crisis, the gift tax now embodied in the Internal Revenue Code 
was first enacted.”° 

Although as late as 1928 a segment of the Republican Party (which 
included Secretary of the Treasury Mellon and President Coolidge” ) 
advocated repeal of the estate tax, it is doubtful whether any statesman 
today would have the temerity to suggest the complete abolition of death 
duties. Yet the estate and gift taxes combined yielded less than 1% per 
cent of the total internal revenue collections in the fiscal year ended June 
30, 1945.?* Even before the war, they rarely produced any significant 
proportion of the total taxes collected.*® It is thus apparent that from the 
viewpoint of fiscal policy, the federal death duty is of relatively minor 
importance. The revenue obtained from the two existing exactions could 


21 H.R. Rep. No. 922, 64rH Cona., Ist Sess. (1916) 5 (1939-1, Pt. 2, Cum. Butt. 25). 

22 Ibid. 

23 PauL, op. cit. supra note 9, at 11. 

24 The present estate tax law is contained in the I.R.C. § 800 et seq. 

25 There was an abortive attempt in 1924; see PAUL, op. cit. supra note 9, at 959. 

26 T.R.C. § 1000 et seq. 

27 RATNER, AMERICAN TAXATION, 431, 433 (1942); SHULTZ, op. cil. supra note 9, 
at 204. 

28 Out of total collections of about $44 billions, estate and gift taxes produced ap- 
proximately $643 millions. 

2° From 1935 through 1939, the percentage of estate and gift tax collections to total 
internal revenue collections varied from 6.4% to 10.8%. 
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easily be made up from other sources were it desirable to do so. The real 
justification for the taxes is no longer a dire need for the revenue they 
produce but a realization that in the current climate of public opinion it is 
necessary to have some device to counteract the tendency of wealth to 
concentrate.*° Moreover, death duties in general conform to the doctrine 
of taxing according to ability to pay.** In other words, death duties in 
this generation are an implement of social, not fiscal, legislation. The 
political, social and economic bases of inheritance taxation were ably 
stated by Franklin D. Roosevelt*’ in 1935 when, in a message to Congress 
urging an inheritance tax to supplement the existing estate taxes, he said: 


The transmission from generation to generation of vast fortunes by will, 
inheritance or gift is not consistent with the ideals and sentiments of the 
American people. The desire to provide for security for one’s self and one’s 
family is natural and wholesome but it is adequately served by a reasonable 
inheritance. Great accumulations of wealth can not be justified on the basis 
of personal and family security. In the last analysis such accumulations 
amount to the perpetuation of great and undesirable concentration of control 
in a relatively few individuals over the employment and welfare of many, 
many others. 

Such inherited economic power is as inconsisient with the ideals of this 
generation as inherited political power was inconsistent with the ideals of the 
generation which established our Government. 

Creative enterprise is not stimulated by vast inheritances. They bless 
neither those who bequeath nor those who receive. . . 

A tax upon inherited economic power is a tax upon static wealth, not 
upon that dynamic wealth which makes for the healthy diffusion of economic 
good. 

Those who argue for the benefits secured to society by great fortunes 
invested in great businesses should note that such a tax does not affect the 
essential benefits that remain after the death of the creator of such a business. 
The mechanism of production that he created remains. The benefits of 
corporate organization remain. The advantage of pooling many investments 
in one enterprise remains. Government privileges such as patents remain. 
All that is gone is the initiative, energy and genius of the creator—and death 
has taken these away. 


We can elaborate this argument by assuming a concrete case. When 
Henry Ford dies, if he does not leave the bulk of his fortune to some 


30 PAUL, op. cit. supra note 9, at 32; Cahn, Time, Space and Estate Tax, 29 Geo. L. J. 
677, 678 (1941). 

31 Tt is recognized that the ability-to-pay theory can be applied with only limited suc- 
cess; there are too many variables entering into the standard of ability. A sick man with 
an income of $5,000 is not able to pay as much as a well one with the same income. Yet 
we must have objective standards if a law is to work well. Perfect laws would hardly 
fit an imperfect world. 

32 Franklin D. Roosevelt, Message to Congress dated June 19, 1935, H.R. Rep. No. 
1681, 74TH ConG., Ist Sess. (1935) 2 (quoted in PauL, op. cit. supra note 9, at 13). 
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exempt institution—as he probably will—and if his estate is not suffi- 
ciently liquid to permit payment of estate tax without selling Ford Motor 
Company stock, part of his holdings of that stock will have to be sold. 
ut the Ford Motor Company will not go out of business; its plants will 
go on producing automobiles. Investment bankers will underwrite the 
stock to be sold to the public and the Motor Company will simply acquire 
a new set of owners. No productive capital will be dissipated. It might 
be argued that the money used to purchase the stock, if not invested in 
the Motor Company, would go into other productive enterprise, but this 
argument would be specious: the estate tax paid by Ford’s heirs, if not 
collected from them, would presumably—assuming that the loss of reve- 
nue would be made up from other taxes—he collected from others, leaving 
in the hands of such others that much less to invest in capital funds.** It is 
true that if Ford happened to die in a buyer’s market, his stock might 
have to be sacrificed at a price below its true value ;** but in such a case 
the death duties wouid have been reduced and there would still be no 
depletion of productive capital since the buyer who had acquired the 
stock at a bargain price would have the saving available for other invest- 
ments. 


ALTERNATIVE BASES FOR DEATH DUTIES AND SUPERIORITY OF 
Accessions TAX IN ATTAINING OBJECTIVE 

There are, of course, a number of methods by which, through progres- 
sive death duties, the tendency of wealth to concentrate*® can be counter- 
acted. In considering them we should remember that dead men pay no 
taxes: the tax depletes what is left for the survivors—they are the real 
taxpayers. The method we now operate under imposes a graduated tax 
measured solely by the size of the decedent's estate. Hence, if a man died 
leaving a net estate*® of one million dollars, the federal estate tax at cur- 
rent rates would be $325,000,** regardless of whether he left the entire 
million (or rather the residue after death taxes) to one person or twenty 
persons. 





%3 A British committee reached this conclusion, Colwyn Report of the Committee on 
National Debt and Taxation, London (1927) 189 (quoted in PAuL, op. cit. supra note 
9, at 33). 

34 Provision is contained in the present law, I.R.C. § 822(a) (2) (and should continue 
to be contained) for deferred payments in hardship cases. 

35 Among the factors that contribute to the concentration of wealth are the follow- 
ing: a person generally marries within his own social stratum—the rich usually marry 
the rich; the wealthy as a rule have smaller families than the poor; income from capital, 
a prerogative of the affluent, is more likely to be accumulated than income from services. 

36 The term “net estate” is here used in its technical sense, i.e., after subtracting all 
deductions including the specific exemption. 
87 Round sums are used in all calculations. 
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Another procedure—adopted by many jurisdictions including a num- 
ber of our states—ignores the size of the decedent’s estate and graduates 
the rates according to the amount received by the legatee from the par- 
ticular decedent. Thus, if a decedent divided his million equally among 
ten persons, the aggregate tax on these ten people would be very much 
less than the tax on one legatee who received the entire million. Under 
this system, no regard is given to any amounts a legatee may have inher- 
ited from other decedents. Thus, if a husband died leaving a million 
dollars to his son and later the widow died leaving another million duilars 
to the son, the tax would be much less than if the son had inherited the 
entire two million from one of his parents. 

Under a third scheme—now in use in the Dominion of Canada and 
some of the Canadian provinces—the rates are fixed by a combination of 
two or more factors, 1.e., the size of the estate, the amount received by 
the individual legatee, and the relationship of the legatee to the decedent. 
In the Dominion of Canada the tax consists of an initial duty and an ad- 
ditional duty. The initial duty is at a flat rate which varies upward with 
the size of the estate; the additional duty is at a flat rate which varies 
upward with the amount received by the individual legatee, and is also 
affected, to a lesser degree, by the relationship of the legatee to the de- 
cedent. In some of the Canadian provinces the rates are determined by 
varying combinations of the three ‘actors mentioned above. In all of the 
several variations of this method, however, no consideration is given to 
the factor of whether or not the legatee has inherited from another 
decedent.** , 

Examined from the viewpoint of whether they attain their object of 
deconcentrating excessive accumulations of wealth, each of the three 
devices described above has shortcomings. The first does not in any way 
encourage the wider distribution of wealth: the tax is the same whether 
the estate is divided among two or fifty beneficiaries. The second does 
tend to impel an allotment of smaller shares to more people, but by failing 
to take into account other inheritances, it does not produce optimum 
distribution. Moreover, it veers away, although less than the other two 
methods, from the doctrine of ability to pay: the son who inherits a 


38 Another method, i.e., of treating inheritances as income subject to income tax, was 
incorporated in the 1894 Act which was declared unconstitutional in the Pollock case, 
supra note 14. Still another method—one which has been tried in several European 
countries and abandoned—is to make the progression depend upon the wealth of the 
recipient. See SHULTZ, op. cit. supra note 9, at 310. Both these methods would dis- 
criminate against those who had earned their wealth. Moreover, the second one would 
be utterly impracticable. For still other methods, see SHULTZ, op. cit. supra note 9, 
at 283 et seq. 
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million dollars from his father and a million from his mother is ordi- 
narily able to pay as much as the son who inherits two million dollars from 
one parent. The third method, which is a compromise, suffers from the 
deficiencies of both the other two. Besides, its attempt to reach greater 
equity as between the distributees is purchased at the cost of considerable 
complexity. 

It is submitted that the proposal herein will attain, more effectively than 
the other methods which have been tried, the real objective of death 
duties, i.c., preventing undue concentration of wealth. Under this pro- 
posal no tax will be imposed on the donor or his estate. Instead, each 
beneficiary of an inheritance or gift will be subject to a progressive tax on 
his cumulative acquisitions by inheritance or gift. Thus, if A receives a 
gift of $100,000 from his father in 1946 and a bequest from his mother 
of $100,000 in 1947, the tax on the bequest will be at higher rates than 
the tax on the gift because of the cumulative feature. Donors and de- 
cedents will thus have an inducement to transfer their property to those 


who have previously received or inherited least. 


OTHER ADVANTAGES OF ACCESSIONS TAX 


In addition to approaching more closely than the other methods the 
objective of deconcentrating undesirable accumulations of wealth, the 
proposed method has certain further advantages : 

(1) It eliminates certain defects which are inherent in the present 
non-integrated system of taxing gifts and decedents’ estates. Under this 
dual system, we have two sets of graduated rates and a double set of 
exemptions. As a consequence, those who are able to and choose to give 
away part of their property during life effect a saving for their ultimate 
beneficiaries of the difference between the highest brackets of estate tax 
that would be applicable to such property had the donor continued to 
own it until death and the much lower brackets of gift tax. Thus, 
if a donor possessing five millions gave away none of it during life, the 
tax on his estate would be approximately $2,468,000, leaving his heirs 
$2,532,000. But if he gave away two and a half millions during life, he 
would have effected a saving for his heirs of $1,074,000, computed as 
follows :°° 

39 As in the other examples, the $5,000,000 is considered as equivalent to the “net 
estate”, i.c., the amount that would remain after subtracting all deductions including 


the specific exemption for estate tax purposes. The annual exclusions for gift tax 
purposes are, however, ignored. 
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Gift tax on $2,500,000—assuming no other taxable gifts $737,000 
This gift tax would be paid out of the remaining 
$2,500,000, reducing that figure te $1,763,000, upon 
which there would be an estate tax of............... $646,000 
The amount received by the heirs would thus be...... $3,617,000 
($2,500,000 gift plus balance of estate after payment 
of estate tax) 


The two levies are not mutually exclusive. A transfer may be sub- 
jected to gift tax and again to death tax. For example, if in the illustra- 
tion given above, the decedent had transferred the two and a half million 
in contemplation of death, the fact that he had paid a gift tax would not 
prevent the property from being swept into the gross estate for estate tax 
purposes. But in such a case, the gift tax paid would be allowed as a 
credit, subject to certain limitations, against the estate tax. There would 
still, in such event, be an over-all saving to the heirs, for only part of the 
saving indicated in the illustration derives from the double rate structure. 
A substantial part results from the fact that the gift tax depletes the base 
upon which the estate tax is calculated, whereas the estate tax does not 
deplete such base. The existence of this loophole makes one wonder why 
some hyper-tax-conscious decedents do not, on their death beds, give away 
the major part of their property before expiring. In the case of a five- 
million-dollar estate, half of which was transferred in contemplation of 
death, the saving, at present rates would amount to approximately 
$500,000. 

There are numerous situations, besides contemplation of death, where 
a gift which has been subjected to gift tax nevertheless becomes subject 


° Because of these cases, necessarily complex credit pro- 


to estate tax.* 
visions are required in the law whereby the gift tax on lifetime transfers 
is credited against the estate tax payable on such transfers. 

One of the asserted reasons for the adoption of the present gift tax 
was that it would recoup some of the income tax revenue lost by reason 
of transfers of income-producing property by donors in high income tax 
brackets to donees in lower brackets. In this purpose, the gift tax has 
been a signal failure. The earliest gifts produce the highest income tax 
savings at the lowest gift tax cost. As a consequence the gift tax cost 
is soon made up by annual reductions in the family’s income tax budget. 
As someone has remarked, the lot of the gift tax as a policeman of the 
income tax has not been a happy one. 

(2) An accessions tax completely eliminates the vexatious problem 
of transfers alleged to have been made in contemplation of death. This 


40 Examples: Hallock cases, tenancies by the entirety, Sanford cases. 
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is one of those problems which generate much heat but little light. It 
has been frequently said of it that it has been productive of much litiga- 
tion but little revenue.** The British have attempted to dispose of the 
problem by arbitrarily including in the gross estate all transfers made 
within three years of death and by ignoring transfers completed beyond 
that period. A Congressional attempt to tax arbitrarily all transfers 
effected within two years of death as transfers in contemplation of death 
met with defeat at the hands of a Supreme Court with more conservative 
views than the present Court; and there is some reason to believe that if 
the attempt were revived it would succeed. But such a solution merely 
reduces the problem; it does not eliminate it. 

(3) An accessions tax solves many of the difficult problems that arise 
in attempting to correlate the income, estate and gift tax levies. As 
mentioned above, certain transfers are now subject to both the gift and 
estate taxes, ¢.g., a life estate to A with power of revocation in the grantor 
and 4.*? Certain transfers are treated as complete for gift tax purposes, 
yet incomplete for income tax purposes, ¢.g., trusts to pay insurance 
premiums on the life of the grantor** or trusts such as that involved in 
the Clifford case.** Then there are transfers which are complete for in- 
come tax purposes but not for estate tax purposes, ¢e.g., a trust for others 
where the grantor and an adverse interest have power to revoke or 
amend.*® In all of these cases the inconsistent treatment produces con- 
fusion, inequity and maladministration. The situation is one which calls 
for correction whether the present system is retained or the method ad- 
vocated herein is adopted. In either case coordinating provisions should 
be adopted,** although they would be less essential under an accessions 
tax for the reason that no donee or legatee is subject to the tax until he 
actually receives the transferred property. No trustee qua trustee is 


41 During the period January 1, 1939 to April 1, 1944, there were 92 court cases, 
involving 112 transfers. Of these transfers, 38 were held to be in contemplation of 
death. The average age of the donors was 70 years. f the 38 decisions in favor of the 
government, 24 were by district courts and the Court of Claims where the batting 
average was 46% and 14 by the Tax Court where the batting average was only 23%. 
Where the transferor was under 70, the government succeeded about one-quarter of 
the time; where the transferor was 70 or over, the government succeeded about one- 
third of the time. Treasury Department Study, discussed in Atlas, Gifts in Contem- 
plation of Death, 23 Taxes 421 (1945). 

42 As stated in the text, this overlapping requires a credit provision. 

43T.R.C. § 167; Burnet v. Wells, 289 U.S. 670 (1933). 

44 Helvering v. Clifford, 309 U.S. 331 (1940). Another example would be a gift of a 
life estate and remainder to others subject to a revesting of the property in the grantor 
at the discretion of a third party (not an adverse interest). 

451 RC. § 166 and 811(c). 

46 See Griswold, A Plan for the Coordination of the Income, Estate and Gift Tax 
Provisions With Respect to Trusts and Other Transfers (1942) 56 Harv. L. Rev. 337. 
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taxed ; only the beneficiaries of the trust are taxed and only if and when 
they come into possession. 

It is true that an integrated transfer tax on all donative and testa- 
mentary transfers would overcome the technical deficiencies of the present 
dual system which are described above; and, if we cannot have an ac- 
cessions tax, let us by all means have an integrated tax on all transfers 
without a money consideration, whether in life or at death. Under such a 
system there would be one exemption*’ and one cumulative set of rates; 
the tax on lifetime transfers would amount to an advance payment of 
death duty. However, as indicated earlier in this paper, the integrated 
transfer tax does not attain as perfectly as the accessions tax the social 
and economic purposes of death taxation. Further, it does not solve the 
problem of settled property. 

(4) An accessions tax reduces the now too favorable treatment of 
settled property. Under existing law, if a decedent leaves his property 
outright to his wife and the latter leaves the same property to their son, 
there are two death duties, one on the death of the husband, the other 
on the death of the wife ;** but if the decedent leaves his property to his 
wife for life with remainder to the son, only one death duty is imposed. 
The death of the wife and the termination of the trust do not give rise to 
a second tax. As a consequence, there is a discrimination in favor of 
those heirs whose decedents decided to establish trusts.“ For example, if 
H leaves an estate of $1,000,000 to W for life, then to S -for life, and 
then to GS, GS will ultimately receive $675,000 °° (assuming no change in 
market values between the deaths of H and S.) In the meantime, [VY 
and later S would have received the income from $675,000, which income 
would ordinarily have been subject to income tax. But if H were to 
leave his property (after deducting death duties) outright to W, who 
in turn left it (after again deducting death duties) to S, who in turn 
left it (after deducting a third death duty) to GS, the latter would ulti- 

mately receive $332,000, and in the meantime S would have received the 
income from only $468,000.°* The advantages, taxwise, of settling prop- 
erty in trust are apparent. 


47 Part of the exemption could be allowed duting life and the remainder at death. 

*8 Tf the wife died within five years of the husband, the double tax would, in effect, 
be eliminated. See I.R.C. § 812(c) which allows a deduction, subject to limitations, for 
previously taxed property. 

49 There are, of course, other considerations to be taken into account besides death 
duties in measuring the desirability of settling property in trust. A husband might deem 
it much wiser, despite taxes, to leave his money to his heirs outright. 

5° $1,000,000 less the estate tax ($325,000) on that amount at current rates. (Specific 
exemption is ignored). 

51 Tt is assumed in this example that W survived H by at least five years and that 
S survived W by at least that period. 
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The British have attempted to solve the problem of settled property by 
treating each shifting of benefits as a separate succession. When the 
beneficiary of a life estate or term for years dies, the trust principal is 
aggregated with the beneficiary’s own property and the tax computed 
thereon. The tax is apportioned between the trust property and the bene- 
ficiary’s own property. This procedure is, in part, inequitable, since it 
subjects the beneficiary’s own property to higher rates by reason of in- 
cluding in his gross estate property over the disposition of which he has 
no control. Under an accessions tax, the discrimination against outright 
inheritance is lessened. If we assume that the rates under an accessions 
tax would be the same as the present estate tax rates,’ the series of out- 
right devolutions described above would result in the same tax as under 
existing law—for the sole reason that in each devolution there is only 
a single transferee. The transfer in trust, however, in this type of situa- 
tion where the entire estate is settled in trust for W for life, then to S 
for life, and then to GS, would produce a higher aggregate tax under an 
accessions tax than under present law. Under the proposed procedure, 
the estate would remain intact, 7.e., undiminished by death duty until ter- 
mination of the trust, so that first /’, and later S, would receive the income 
from $1,000,000 instead of from $675,000. But the income received by 
IV and S would be subject to accessions tax as such income was received. 
The accessions tax would be allowed as a deduction in computing the in- 
come subject to income tax. Thus, if we assume that W received income 
of $40,000 per annum for 10 years and that thereafter S received income 
of $40,000 per annum for 20 years, IV would be subject to accessions 
tax on $400,000, and S to tax on $800,000. GS would, assuming no other 
intervening taxable acquisitions, be taxed on $1,000,000. The gains and 
losses as compared with existing law or an integrated transfer tax on the 
donor-decedent would be as follows: 

Under existing law (or integrated transfer tax), the tax 

payable on death of H would be...............606- $325,000 
No further tax would be payable until GS died or gave 

away the property. 
Under the proposed tax, there would be no tax on H’s 

death, but each year there would be an accessions tax 


against W. These annual taxes would total....... $113,000 
The annual taxes on S would amount to............. $251,000 
The tax on GS would amount tO. ....... 60. ce ce cones $325,000 
1 sparen ll ante ei eat fier ede <P) "hele sh amps: $689,000 


52 If it were desired to raise the same amount of revenue, it would probably be neces- 
sary to increase the rates. 
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The government would have lost the use of the tax money on the 
amount transferred at H’s death,** but this would be more than made up, 
in the example given, by the increased aggregate collections. 

From the income tax viewpoint, under existing law, W would pay in- 
come tax for ten years on $27,000 (assuming a 4 per cent return on 
$675,000 and assuming all the income is subject to tax and that W has 
no other income), and S would (making the same assumptions) pay the 
same income tax for twenty years, or an aggregate tax for both WV and S$ 
of $365,000. Under the proposed new law, W would pay income tax on 
$28,790 annually ($40,000 less the accessions tax of $113,000 + 10) and 
S would pay income tax on $27,450 annually ($40,000 less his accessions 
tax of $251,000 + 20), an aggregate for both WV and S of $382,000. 
Ignoring the interest factor, the balance in favor of the government 
would be $17,000. It is conceivable that in certain situations there would 
be a net loss to the government. On balance, however, it is certain that 
the government would be the gainer. 

In an ideal system, the decision to settle property in trust or to dispose 
of it outright would not turn upon tax considerations.** Under the 
present system, or under an integrated transfer tax system, the decision is 
often or would often be made solely on the basis of tax saving. The sub- 
stitution of an accessions tax would lessen the importance of the tax 
factor, although it would not eliminate it. 

It will be noted from the above example that the accessions tax payable 
by IV and S is payable in equal annual installments. This is effected by 
estimating, on the basis of the income beneficiary’s life expectancy at the 
time he begins to enjoy the income, the total accessions he is likely to 
receive; and the tax on this total is divided by the expectancy and paid 
evenly over that period. If administrative convenience dictated, this de- 
termination could be made final °*° just as it is where existing law requires 
the valuation of life estates or estates for years. Or, the determination 
could be made tentative, subject to correction at, say, five-year intervals, 
with a final adjustment at death. 

The reason for apportioning the tax equally over the expected years 
of the income beneficiary’s life is, of course, to avoid the piling up that 
would occur under the cumulative system. Without the averaging method, 
there would be very low accessions taxes (and higher income taxes) in 
the early years and extremely high accessions taxes (and lower income 


53 Until the accessions taxes equalled the estate tax. 

54 This assumes that sociai and economic considerations make it advisable to neu- 
tralize taxes as a factor in deciding on the form of disposition. 

55 Except for adjustments required by discretionary payments in trusts where the 
trustee had the power to distribute principal. 
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taxes) in the final years. Thus, in the illustration given, S would have to 
pay an accessions tax of $15,000 out of the $40,000 income received by 
him in the twentieth year of his tenure, and income tax on only $25,000. 
This would have the effect of gradually diminishing the amount annually 
available to the income beneficiary. 

(5) A comparatively minor advantage of an accessions tax over an 
integrated transfer tax is that it reduces the seriousness of the problem 
that arises when a donor, who has made large gifts to others than his 
immediate family, loses the bulk of his remaining wealth so that the 
little he has left will, when he leaves it to his family, be subjected to such 
high rates that the family will be left relatively destitute. For example, 
suppose FH, at a time when he has two millions, gives one million to W;. 
Years later, when he dies leaving }/’, and two small children, he has only 
$160,000. This $160,000 under an integrated transfer tax with rates 
at the present level! would be subject to a tax of $39,000, leaving the 
family only $121,000. Under an accessions tax the $160,000, even if it 
were all left to W:, would be subject to a tax of only $21,000.°° Pre- 
sumably, under an integrated transfer tax there could be an exemption 
with respect to property left at death, but such exemption would neces- 
sarily have to be moderate, and while the blow would be softened some- 
what, it would not be eliminated. 

Of course, under an accessions tax, a donee-heir might have squandered 
or lost prior acquisitions so that later ones would not yield him much. 
But if he has been prodigal, the result is not wholly undesirable; and 
if he has been unfortunate, he at least will have had his chance. 


PoTENTIAL ARGUMENTS AGAINST AN ACCESSIONS TAxX— 
AND SUGGESTED ANSWERS 


Among the arguments that may be advanced against an accessions tax 
are the following :°* 

(1) “The accessions tax is not markedly superior to the present estate 
This argument is 


’ 


tax in its application of the theory of ability to pay.’ 
illustrated by the example of a millionaire who inherited $100,000 and 
would bear a tax of only $4,800,°* while a poor person who inherited the 
same amount would pay the same tax. The answer to this argument is 
that if the millionaire had inherited his millions, the tax would be much 


56 In these examples it is assumed that a $60,000 exemption would be allowed in 
each case. 
57 These arguments have been presented to the writer in oral discussions. 
58 1f the full present exemption of $60,000 were allowed during life. 
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more than $4,800; while if he had earned them that would be no reason 
for penalizing him.** 

(2) “The accessions tax is based upon an unreal and attenuated 
principle of economic accretion; the idea of actual receipt is delusively 
simple.” An example is suggested: A donee is given a life estate plus 
an unrestricted power to invade principal. The thought is that the donee 
will be taxed only on such amounts as he chooses to receive. But why? 
The statute could and should provide that such a transfer be treated the 
same as an outright transfer. It is realized that it may be troublesome 
to draw the line between outright transfers and those which are not 
outright. But this difficulty already exists and would continue to exist 
to some extent under an integrated transfer tax; the accessions tax will 
not aggravate it. The further question has been raised as to what should 
be done if a remainderman disposes of his remainder before coming 
into possession. If he sold it in a business transaction, the proceeds should 
be treated as a taxable acquisition; if he gave it away or willed it, the 
donee would report it as a taxable acquisition upon coming into posses- 
sion. In the latter situation, the case is analogous to the rejection by a 
donee and the consequent acquisition by an alternative donee. In such 
a case only one gift or estate tax is payable.®° 

(3) “An accessions tax based upon prevailing rates and exemptions 
would result in a serious decrease in revenues as compared with the 
present estate tax yield.” This argument, in so far as it states a fact, 
is probably correct. But what of it? As shown earlier in this essay, 
the revenue aspects of death taxation are relatively insignificant. The 
social and economic purposes are paramount. Moreover, if revenue were 
important, the rates could be adjusted so as to produce equivalent revenue. 

(4) “An accessions tax would be a stimulus to the creation of trusts 
rather than a neutralizing factor.” This argument seems to assume that 
the familiar trust pattern of life-estate-remainder is inherently undesir- 
able from the viewpoint of social and economic policy—an assumption 
with an extremely tenuous foundation. But apart from the weakness 
of this premise, it is submitted that the tax incentive to the establishment 
of trusts would be less under an accessions tax than under the existing 
system or under an integrated transfer tax. The example given above— 
which appears to be a typical one—demonstrates this. It is conceivable 
that in some situations, depending on the number and ages of the bene- 
ficiaries, the type of property and the type of transfer, a trust settlement 


59 As indicated in note 38, supra, the notion of taxing inheritances according to the 
wealth of the inheritor has been tried and found wanting. 
60 F.g., Brown v. Routzahn, 63 F. (2d) 914 (C.C.A. 6th, 1933). 
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would be more advantageous under an accessions tax than under an 
estate or integrated transfer tax. But these cases would be relatively 
rare. In any event, one should not reject a system because a few people 
might abuse it. 

(5) “An accessions tax does not lend itself to the allowance of a credit 
for death taxes paid to the states such as is allowed under the existing 
system.” Although the allowance of this credit produces considerable 
complexity,’ the states have acquired a sort of vested interest in it, and 
it would be politically awkward to eliminate it. It is suggested that there 
be paid to the various states by the federal government out of accessions 
tax collections at least as much as they would—in effect—receive under 
the present system. However, the distribution to the states should be 
made not on the basis of the decedent’s residence, as at present, but accord- 
ing to population. The wealth of a decedent ordinarily derives not only 
from the state of which he happens to be a resident, but from the people 
and resources of the entire country. This is not to say that the states 
should be precluded from levying their own death duties if they chose 
to do so. 


SoME RELATED PROBLEMS—AND SUGGESTED SOLUTIONS 


(1) To what extent, if at all, should an accessions tax be retroactive ? 
Should it be made applicable to accessions which are reduced to possession 
after enactment but which originated prior thereto?®* Should accessions 
prior to enactment be aggregated with accessions thereafter to determine 
the applicable brackets on the latter accessions?°* The suggested answer 
to both these questions is in the negative. Ordinarily, an estate or gift 
tax would already have been paid with respect to both the accession origi- 
nating prior to enactment but reduced to possession thereafter and the 
accessions received in years prior to enactment, and it would be inequi- 
table to impose a further tax. 

(2) Should a deduction be allowed for previously taxed property 
analogous to that contained in existing law? Definitely, yes. Otherwise 
there might be an unconscionable dilution of an estate where successive 
deaths occurred within a short period. Under present law, if an heir 
dies within five years of his decedent owning property left to him by 


61 Because of it we must have two sets of rates, the basic rates and the additional 
tax rates. I.R.C. §§ 810 and 935. 

62 F.g., if the proposed new tax were enacted on January 1, 1946, should a remainder 
created before that date be taxed if the remainderman comes into possession after that 
date? 

63 E.g., assuming enactment on January 1, 1946 should accessions in 1946 be taxed 
at higher rates because of accessions in earlier years? 
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the first decedent,** a deduction is allowed from the second decedent's 
gross estate—subject to certain complex limitations—for the value of 
the property acquired from the first decedent. This provision, which is 
undoubtedly the most bewildering in the entire estate tax law,°’ tends 
to prevent a second tax.*® The provision can and should be simplified ; 
and, in so far as it applies to transfers to a spouse, liberalized, say, by 
extending the period to ten years. 

(3) Should transf.rs between husband and wife be exempted? The 
suggested answer is “yes.” The social and economic objectives of the 
accession tax (or of any death tax) would be achieved if there is a tax 
on the passing of property from one generation to the next generation. 
Ordinarily, the spouses will be of the same generation, and it would seem 
fair to defer the tax until the survivor dies. If inter-spouse transfers 
are exempted, the need for a provision saving previously taxed property 
—see (2) above—will be materially lessened. To minimize abuse, tax- 
free transfers should be limited to spouses of the same generation, say 
not more than fifteen years apart. Otherwise H aged seventy, by marry- 
ing W aged thirty, might postpone tax for an unreasonable number of 
years. 

(4) What should be the income tax basis of property acquired by gift 
or inheritance? The present provision relating to property acquired by 
gift should be made applicable to inherited property; but the donee-heir 
should be permitted to include in his basis the accessions tax paid by him 
on the property. 

(5) Transfers to charitable, educational, religious organizations, 
etc., should continue to be exempted as at present, except possibly in the 
case of transfers to private foundations, 1.c., those which derive virtually 
their entire resources from a single family or group. 

(6) As at present, community property received by the surviving 
spouse should be subjected to the tax except as to that part originally 
attributable to such spouse, unless, of course, inter-spouse transfers are 
exempted generally. 

(7) The gratuitous recipients of life insurance proceeds (direct or 
indirect) should be subjected to the tax except as to the extent of the 
premiums contributed by them. 

(8) Exemptions and exclusions. It is suggested that there be excluded 


64 Or property traceable to property left by the first decedent. 

65 The deduction is allowed only if the prior decedent's estate paid an estate tax. 
The deduction is also allowed with respect to property acquired within five years by 
gift if the donor paid a gift tax. The allowance is operative only if the prior owner 
did not himself obtain the benefit of the provision with respect to the same property. 

66 Due to the limitations, the relief is sometimes illusory. 














42 TAX LAW REVIEW [Vol. 1: 


annually from the donee’s accessions a stated sum with respect to the 
amount received during the taxable year from each donor.®’ This is 
required in order to avoid the necessity of reporting Christmas gifts, 
wedding gifts and the like. However, only one exclusion should be 
allowed with respect to property, such as trust income, which, instead of 
being distributed in one lump sum, is to be received in periodic payments 
extending over more than one year. This would cover the conventional 
life estate, a term for years, and annuity payments. 

In addition to the annual exclusions per donor, each donee should be 
entitled to a lifetime specific exemption operating generally like the pres- 
ent $30,000 gift tax exemption. This exemption should not vary accord- 
ing to the degree of relationship between the donee and the donor, since 
it will make no difference, for accessions tax purposes, from whom the 
accession is received (except if inter-spouse transfers are exempted). 

(9) Powers of appointment, etc. The tremendously difficult gift and 
estate tax problems that now cluster about powers of appointment, dis- 
cretionary trusts and accumulation trusts would automatically vanish 
under an accessions tax, since no tax attaches until a donee actually comes 
into possession of income or corpus. However, as stated above, a life 
beneficiary who has an unrestricted power to consume principal would be 
taxed as if he had acquired outright ownership of the property. 

(10) Administration. Admittedly, an estate tax, or even an integrated 
transfer tax, is easier to administer than an inheritance tax or an acces- 
sions tax: the Treasury deals with one personal representative instead of 
a possibly large number of donee-heirs; audits one estate-tax return 
instead of many accessions tax returns; the’valuation of interests accord- 
ing to actuarial tables is relatively rare, etc. But these administrative 
disadvantages are not at all serious and certainly they are not sufficient 
to outweigh the advantages of an accessions tax. The accessions tax 
return could be made a part of the annual income tax return. A rela- 
tively simple schedule similar to that of the present gift tax return would 
suffice, the due date of the return would be the same, 7.e., March 15 of 
the year following the accession, and the due date of the tax would be 
March 15. The donor could be required to file an information return just 
as the donee is under the existing gift tax. This information return 
could be made part of the donor’s income tax return. The accessions tax 
return could be audited together with the income tax return. The pres- 
ent provision with respect to liens could, without much trouble, be adapted 


67 F.g., if the excludible amount is $1,000, and the taxpayer received during the taxable 
year $5,000 from X, $8,000 from Y and $900 from Z, his taxable acquisitions (before 
deducting any allowable exemption) would be $11,000. 
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to an accessions tax. So could the administrative provisions which are 
not mentioned here. 


CONCLUSION 


Generally, the most difficult obstacle to a new proposal is its newness, 
e.g., Ruml’s Pay-As-You-Go Plan. The accessions tax will be no excep- 
tion. Lawyers, taxpayers, trustees, etc., have become accustomed to the 
status quo, frequently at the expense of arduous study and costly liti- 
gation; most of them will not willingly want to have a painfully acquired 
knowledge made obsolete in large measure. For this reason, an integrated 
transfer tax which represents less of a departure from existing methods 
is likely to arouse less—albeit plenty of—opposition than an accessions 
tax; and as stated earlier, if we cannot have an accessions tax, let us at 
least have an integrated transfer tax. However, the proposed tax is so 
far superior in reaching the social and econofnic objectives of death tax- 
ation that it should be given a trial. 
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of Limitations 
PHILIP ZIMET 


. Re statistics indicate that more than eighty-five per cent of all 
overassessments of federal taxes are attributable to clerical or bookkeep- 
ing adjustments or to causes beyond the control of either the Treasury 
or the taxpayer, that is to adjustments based upon causes which could 
not fairly be considered prior to the payment of the tax. Citing these 
statistics in support of its conclusion that in determining the application 
of the statute of limitations the word “claim” should be interpreted with 
reasonable liberality, the Supreme Court in 1933 unanimously held that 
a general claim for refund, though irregular in form under the Regu- 
lations of the Commissioner, may be amended after the period of limi- 
tation by particularizing the grounds for relief.*_ Perhaps, all would have 
been well had the matter been put to rest without more being said. 
Unfortunately, the Court went on to consider one other question, admit- 
tedly “less general in its significance.”* An argument was made that 
at the time of the amendment the claim had been finally rejected and the 
proceeding thereby.ended. Though finding that the proceeding was still 
in fieri, the Court presupposed, without any discussion, that the rejection 
of a claim would cut off any opportunity for amendment. The language 
used was unequivocal: “When correction is thus postponed, there is no 
longer anything to amend, any more than in a lawsuit after the complaint 
has been dismissed.” * 

For the twelve years following this decision, the courts vacillated in 
the treatment to be accorded amendments made after rejection. Many 
a taxpayer with an avowedly meritorious claim was caught in the tight 
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1 United States v. Memphis Cotton Oil Co., 288 U.S. 62 (1933). 

2 Id. at p. 72. 

3 Td. at p. 72. 
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net which the Commissioner’s Regulations fashioned.* Others, using the 
doctrines of waiver, estoppel or equitable recoupment, managed to escape. 
It was for Judge Learned Hand to demonstrate by word, but not by 
action, the injustice of denying a taxpayer the privilege of correcting 
irregularities in his claim after rejection.° Then in 1945, the Supreme 
Court went one step farther. In an opinion sprinkled with refreshing 
frankness but reaching a dampening result, it denied a taxpayer recovery 
of an overpayment in taxes, even though the claim was meritorious, be- 
cause of certain irregularities in the form of the claim.® “Candor,” says 
Mr. Justice Frankfurter, “does not permit one to say that the power of 
the Commissioner to waive defects in claims for refund is a subject made 
crystal-clear by the authorities.”‘ Unfortunately, the same condition 
prevails after the Supreme Court’s opinion. In the decision of the court 
below Judge Learned Hand expressed pity for the taxpayer who awakes 
to learn that 

. .. he who deals with the government must dot his i’s and cross his t’s; 
and if he assumes that he may rely upon the ordinary rules which apply as 
between individuals, he is doomed to disappointment.® 


Why should this be so? To answer that and similar questions and to 
point up the several inequities and pitfalls, statutory and judicial, which 
may be used to harm or trap the unwary, this paper is addressed. It is 
to be hoped that even tax administration will not as a matter of principle 
preclude considerations of fairness. Neither the harsh principles of 
common-law pleading, the strangling niecti¢s of the Commissioner’s Regu- 
lations nor a strict interpretation of certain statutory provisions should 


4 These were Regulations, however, which the Congress had specifically empowered 
the Commissioner to promulgate. See Griswold, A Summary of the Regulations Prob- 
lems (1941) 54 Harv. L. Rev. 398; Brown, Regulations, Reenactment, and the Revenue 
Acts (1941) 54 Harv. L. Rev. 377. 

5 Angelus Milling Co. v. Nunan, 144 F. (2d) 469, 472 (C.C.A. 2d, 1944). 

® Angelus Milling Co. v. Comm’r., 323 U.S. 703 (1945), rehearing denied, 65 Sup. 
Ct. 1562 (1945). 

7 323 U.S. at p. —. It would have been illuminating to know Mr. Justice Douglas’ 
reasons for dissenting. “A Supreme Court opinion is always interesting though it may 
sometimes sadly fail to enlighten an expectant bar.” Paut, Dobson v. Commissioner: 
The Strange Ways of Law and Fact (1944) 57 Harv. L. Rev. 753. 

8144 F. (2d) at p. 472. Such statements have emerged before from the mouth of 
the law. Powell, The Remnant of Inter-governmental Tax Immunities (1945) 58 Harv. 
L. Rev. 757, 782. Lord Mansfield once wréte to his friend, the actor, Garrick, that “a 
judge on the bench is now and then in your whimsical situation between tragedy and 
comedy; inclination drawing one way, and a long string of precedents the other.” 12 
HotpswortnH, History oF ENGLISH Law, I (1922) 555. 
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defeat a just claim, whether made on behalf of the taxpayer or the 
Commissioner.° 


1. ASSUMPSIT OF AN EQuiITABLE NATURE 


The claim for return of taxes overpaid is in the nature of a suit for 
money had and received, equitable in its nature and grounds. It is the 
lineal successor of the common count in indebitatus assumpsit. It ap- 
proaches nearer to a bill in equity than any other common law action. 
The ultimate question presented for decision upon a claim for refund is, 
therefore, whether the taxpayer has overpaid his tax. That this will 
involve a redetermination of the entire tax liability for the year in ques- 
tion is strikingly illustrated by the decision of the Supreme Court in 
* Its story is simple. After audit of the return, the 
Commissioner disallowed certain deductions claimed and assessed a defi- 
ciency which was paid. To the claim for refund protesting the disallow- 
ance, the Commissioner countered by alleging his error in allowing certain 
other deductions which were claimed by the taxpayer in the return as 
filed. The Supreme Court denied the taxpayer recovery of the erroneous 
deficiency paid, although the statute of limitations admittedly barred the 
assessment and collection of any additional deficiency. It is clear, there- 
fore, that the statute of limitations, because of the nature of the refund 
claim, can not obliterate the right of the United States to retain payments 
already received when they do not exceed the amount which might have 


Lewis v. Reynolds. 


been properly assessed and demanded. No matter though the claim for 
refund be specific and limited, the Commissioner is at liberty to audit the 
return for the year afresh and to strike a new balance as the facts may 
then appear. One feature of the case is disturbing. ~The Commissioner 
confessed his inability to collect the additional tax due because it was 
“barred from assessment by the statute of limitations.”’* The result 
of this admission seems unfair and illogical. If the taxpayer files a claim 
for refund is he not on sufficient notice of the common administrative 
practice of the Commissioner to cause an audit of the return for the year 
in question? Should not the knowledge of his act plus the fact that he is 
indebted to the Government on account of an underpayment in taxes, 


® Often we must read the words of a statute strictly, and I acknowledge that there is 
no vade mecum when to do so, and when not to. Equitable considerations, however, 
should he enough to change what would otherwise be their meaning. And conse- 
quently, the lczal pendulum, for purposes of applying a statute, may swing one way or 
the other, depending upon the weight of this balance and its relation to the special pur- 
pose at hand. 

10 284 U.S. 281 (1932). An early exposition of this doctrine will be found in Lord 
Mansfield’s decision in Moses v. Macferlan, 2 Burr. 1005 (K.B. 1760). 

11 284 U.S. at p. 282. 
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operate to waive the statute of limitations on assessment and collection 
as effectively as the execution of a formal waiver of the period of limi- 
tations? That this suggestion may outrage conventional notions of legal 
repose should not bar its free application. Tax law will not suffer by 
sloughing off a few technicalities.** The use of the waiver approach 
should not fall to harshly upon the ears of those who urge that the statute 
of limitations is to give protection against stale demands, for here the 
taxpayer by his very action has brought the corpse to life again. He who 
seeks repose should practice it by letting sleeping dogs lie. When a 
person seeks to recover money which he has paid, it does not offend our 
sense of fair play that before he is allowed to unravel what he has done, 
he should submit to the reopening of any past related transaction between 
him and the person against whom he is moving. Arguing more closely, 
there is for federal income tax purposes a fundamental concept that the 
law imposes the tax with reference to a fixed period of time. The annual 
period is a matter of necessity if the law ts to be administered; it has 
been called the cornerstone of our tax structure.’* Now, our tax is not, 
though perhaps it may be, imposed on gross income; it is imposed on net 
income, for a proper determination of which many factors must be con- 
sidered and combined. If any factor has been incorrectly handled, the 
whole calculation must be made again. When recalculation is required, 
by either refund claim or assertion of deficiency, it ought to be as nearly 
correct as possible. Certainly the Bull’ case, expostulating the doctrine 
of equitable recoupment, strengthens this argument. 


2. EQUITABLE RECOUPMENT 


The articles of the partnership of which Bull was a member provided 
that in the event of a partner’s death the survivors, if his representative 
does not object, shall be at liberty to continue the business for a year. The 
estate in that case was to share in the profits as the deceased partner 
would if living. Bull died in 1920. His representatives did not exer- 
cise the option to withdraw Bull’s share of the profits from the date of 
his death to the end of 1920. The decedent’s share of the earnings com- 
ing to the estate from the continuation of the business was included as 
part of the corpus of the estate left by the decedent and federal estate 
tax paid thereon. An income tax return was filed by the decedent’s 
executor for the period beginning with Bull’s death and ending on Decem- 


12 Maguire and Zimet, Hobson’s Choice and Similar Practices in Federal Taxation 
(1935) 48 Harv. L. Rev. 1281, 1325. 
132 MERTENS, LAw oF FEDERAL INCOME TAXATION (1942) Sec. 12.06. 
14 205 U.S. 247 (1935). 
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ber 31, 1920, which did not include the profits earned by the partnership 
during the period for which the return was tiled. In auditing this income 
tax return the Commissioner included these profits as income and asserted 
an additional tax which was paid. After rejection of the claim for refund 
of this amount, the executor brought suit in the Court of Claims, and in 
his petition, after setting forth the facts as he alleged them to be, prayed 
judgment in the alternative (1) for the sum paid as an income tax 
allegedly unlawfully assessed, or (2) if the income tax was legally due, 
the estate tax overpaid as a result of the inclusion of these profits as a 
part of the corpus of the estate. No timely claim for refund of estate 
tax could be filed and no timely suit instituted at the time this proceeding 
was brought in the Court of Claims. The lower court ruled against the 
taxpayer but because of the novelty and importance of the question pre- 
sented the Supreme Court granted certiorari.» On the merits that Court 
found no estate tax due. The Government’s second point was that if the 
use of profits accruing to the estate in computing estate tax was wrong, 
the statute of limitations bars correction of the error in the present action. 
So the Court of Claims thought. The Supreme Court held otherwise. 
The reasoning was that although the taxpayer could not effectively assert 
this barred claim in an action brought by himself, he should have its 
benefit in this particular proceeding “since it was actionable and not 
barred in 1925 when the Government proceeded against him for the 
collection of income tax.” And there is much talk in the opinion to the 
effect that it would be “against morality and conscience’’ amounting “in 
law to a fraud on the taxpayer’s rights’ for the United States to retain 
the overpayment.’® Is this liberal doctrine to be restricted in its applica- 
tion solely to situations akin to that before the Court in the Bull case?"’ 
It may mean that the refreshing warmth of this opinion covers all types 
of tax liability, at least so far as the taxes involved became due on account 
of events occurring in a single calendar or fiscal period. But it should 
be remarked that the Bull opinion hammers away on the point that the 
taxpayer had such a claim as might “be used by way of recoupment and 


15 Td. at p. 254. The right of the Government generally to counter-claim will shortly 
be considered by the Supreme Court. On October 15, 1945 it granted certiorari to 
review the Court of Claims decision in Cherry Cotton Mills Inc. v. United States, 59 
F. Supp. 122, where the lower court permitted the Government’s counterclaim for an 
amount which the taxpayer owed on an RFC loan in a suit brought by the taxpayer 
to recover processing and floor stock taxes paid under the invalidated Agricultural Ad- 
justment Act. 

16 Curiously enough, the Court implies that the rules of law applicable to individuals 
may be applied to the United States. 

17 Hall v. United States, 43 F. Supp, 130 (Ct. Cl. 1942), cert. denied. 316 U.S. 664 
(1942) ; rehearing denied, 316 U.S. 709 (1942). 
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credit in an action by the United States arising out of the same trans- 
action” | italics supplied] ; also that the counter demand might be asserted 
“because recoupment is in the nature of a defense arising out of some 
feature of the transaction upon which the plaintiff’s claim is grounded. 
Such a defense is never barred by the statute of limitations so long as 
the main action itself is timely.” ** 

It is well to commence any analysis of the course of equity in tax 
collection procedure with the Bull case. However, one must be mindful 
of our system of enforcing the Government’s claim for taxes and aware 
that taxes are the life-blood of government, and their prompt and certain 
availability an imperious need. The Internal Revenue Code recognizes 
in the spirit of fairness, that mistakes will inevitably occur and has, in 
recognition of that fact, afforded the taxpayer an opportunity to have 
the errors rectified. Nevertheless, in collecting a claim or in suing for 
refund, this principal fact should not be obscured—what is being accom- 
plished is either the recovery of a just debt owed the sovereign or the 
restitution of an amount illegally exacted by the sovereign. In each 
case, either party should be left with a remedy and not be compelled to 
resort to special Congressional action as the sole avenues of redress. 

Shortly after the decision in the Bull case, the Board of Tax Appeals 
was presented with a variation of this general problem. In the case of 
George H. Jones, Executor,® it was conceded by the Commissioner that 
the petitioner estate had no liability for income taxes for the year 1929 
since it had failed to claim deductions to which it was rightfully entitled. 
He argued, however, that the executor, who was also the life beneficiary 
of the estate, received distributions of the income of the estate, 
which he failed to include in his income for the year 1929, and 
should not be permitted to recover the overpayment made by the 
estate since he would benefit unlawfully if the taxes were refunded since 
they would be distributed to him as beneficiary and since the statutory 
period for assessment and collection of the taxes lawfully due from the 
executor had expired. Denying this claim, the Board stated flatly that 
proceedings before it “are not for the recovery of money had and 
received.” *° The opinion adds that if the Commissioner has any defense 
to the actual recovery of the amount by the taxpayer “there must be 
some way in which he can assert it.” It does not disclose what this way 


18 Tt is noteworthy that the opinion does not cite the earlier decision in Lewis v. 
Reynolds, supra, note 10. 

19 34 B.T.A. 280 (1936). 

20 The contrary result reached in White v. Stone, 78 F. (2d) 136 (C.C.A. Ist, 1935) 
is distinguished on the ground that the suit there involved was for the recovery of 
money had and received. 
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may be and its later opinions indicate that there may be no way at all.”* 
Strangely enough, if Executor Jones had paid the tax demanded by the 
Commissioner (to prevent the accumulation of interest), and then brought 
suit for its refund, the Commissioner would have been successful. In 
Stone v. White*’ the question for decision was whether the petitioners, 
testamentary trustees, who paid a tax on the income of the trust estate, 
which should have been paid by the beneficiary, were entitled to recover 
the tax, although the Government’s claim against the beneficiary had 
been barred by the staute of limitations. The Government was permitted 
to withhold the refund because of its defense based on “special equities.”’ 
Though the Bull case’s pronouncement of the doctrine of equitable recoup- 
ment is stressed, no mention is made of the earlier opinion in Lewis v. 
Reynolds. This is odd, for the taxpayer contended that sections 607 and 
609 of the Revenue Act of 1928** barred the Government’s plea. Sec- 
tion 607 provides that the payment of any tax after the expiration of 
the period of limitations has run on its collection shall be considered an 
overpayment, and section 609 supplements this provision by declaring that 
a credit against a liability, in respect of any taxable year shall be void “if 
any payment is respect of such liability would be considered an over- 
payment under Section 607.” The Supreme Court interpreted these 
provisions as limiting the collection of a tax and preventing the retention 
of one paid after it is barred by the statute, but added: “They [sections 
607 and 609] preclude, in a suit by the taxpayer against the collector or 
the government reliance on a claim against the taxpayer, barred by the 
statute, as a set-off, or counterclaim.” This appears the precise contrary 
of what the Supreme Court permitted the Government to do in Lewis v. 
Reynolds, and if the quoted phrases be accepted literally, the historical 
portion of the opinion tracing the development of the action of indebitatus 
assumpsit from its early exposition by Lord Mansfield in 1760 becomes 
mere gloss. Furthermore, in a companion case decided the same day, 
the Court cites its decision in Lewis v. Reynolds with approval.** 

Less than six months after the decision in Stone v. White, the possi- 
bilities of a broad application of its wholesome doctrine were emasculated 
by the Supreme Court. It is unfortunate that this generous attitude 
turned out to be spasmodic. In McEachern v. Rose* the petitioner's 


21 Cf. Comm’r. v. Gooch Milling & Elevator Co., 320 U. S. 418 (1943) ; See however 
U.S. ex. rel. Girard Trust Co. v. Helvering, 301 U.S. 540 (1937). 

42H U.S. 532 (1937). 

23 Now §§ 3770(a) (2), 3775(a) of the I.R.C. 

24 United States ex rel. Girard Trust Co. v. Helvering, 301 U.S. 540 (1937). I do 
not want to give this statement the uncomplimentary name of dicta. 

25 302 U.S. 56 (1937). 
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decedent sold certain shares at a net profit under a contract which pro- 
vided for the payment of 10 per cent of the purchase price at the time 
of the sale and the balance in installments, aggregating annually 10 per 
cent of the purchase price, in each of the nine succeeding years. As per- 
mitted by the applicable statutory provisions, decedent elected to return 
the profit for income taxation on the installment basis. After his death 
in 1928 petitioner, as his administrator, filed returns for the estate for 
the years 1928 to 1931 inclusive, showing in each year a sale of one-tenth 
of the stock at a net profit of 10 per cent of the total net profit originally 
realized by the decedent. These returns were obviously erroneous since 
under the Revenue Act of 1928, the capital gain included in the value 
of the unpaid installments at the time of the decedent’s death, was income 
taxable to the decedent for the year 1928 and not for subsequent years. 
The unpaid tax for 1928, computed as required by the statute, exceeded 
the sum of the overpayments made in 1929, 1930 and 1931. The peti- 
tioner was successful in its suit against the collector for the recovery of 
the erroneous income tax payments made after the decedent’s death. The 
Court of appeals reversed, holding that petitioner was not in equity and 
good conscience entitled to recover the overpayments which, because of 
his failure to pay the 1928 tax, had resulted in no unjust enrichment of 
the Government.” In the Supreme Court, the treatment generally re- 
served for Lewis v. Reynolds was likewise accorded the Bull case. No 
mention was made of either. Instead, in holding for the taxpayer the 
Court felt it sufficient to distinguish Stone v. White by considering it to 
be what the biologists call a sport: “It was enough, in the peculiar facts 
of the case, that the trustees had suffered no burden and that the Govern- 
ment was not unjustly enriched.” Was not the same true here? Cer- 
tainly the Government lost revenue and the taxpayer escaped his just 
burden of the tax load. The taxpayer should have paid on a correct basis 
considerably more as taxes on account of these installment obligations 
than he paid on an incorrect basis. So considering the case, it is perfectly 
plain that though the sums he paid were paid on a particular theory which 
was wrong, he should not recover these amounts, because they are in sum 
less than the amount which, on correct theory, he ought to have paid. 
This is so, not because of the existence of a technical estoppel or a waiver, 
but because the action is equitable in its nature and grounds, and no one 
may succeed in such action unless he can show that the defendant has 
money which, ex aequo et bono, the defendant ought to refund. Grounded 
in repugnance to unjust enrichment,” the action must be given wide and 





26 86 F. (2d) 231 (C.C.A. 5th, 1936). 
27 Moses v. Macferlan, 2 Burr. 1005 (K.B. 1760). 
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liberal application in all cases where money is wrongfully withheld. It 
should never be used to obtain money which the plaintiff ought not in 
good conscience, to have back.** Unfortunately, the McEachern case is 
the last word of the Supreme Court on this subject. 

It is impossible to reconcile satisfactorily the result in the McEachern 
case with the opinion in the Bull case. After all, in the Bull case, the Su- 
preme Court strongly condemned the Government for opposing allowance 
oftherefund. Inthe McEachern case, if we look behind the verbiage where 
niceties of distinction are somewhat hidden, the conclusion is inescapable 
that the Government was not permitted to invoke the doctrine of equi- 
table recoupment against a taxpayer who attempted to enforce his claim 
for overpayment. Are we to believe that the application of this doctrine 
turns upon who makes the claim for its use?”® Is this principle a 
chameleon which becomes transformed into a “right” when the taxpayer 
avails himself of its use, and into a “wrong” when used by the Govern- 
ment? That the lower courts have been quite generally confused by the 
two holdings is evidenced by the fact that some cases have accepted the 
recoupment theory in the Bull case, while in others, the McEachern doc- 
trine is deemed controlling.*° As late as 1944, Judge Evans pleaded with 
the Supreme Court to clear the atmosphere with finality since the situ- 
ation was “vexatious, perplexing, and confusing.” ** His request has not 
been answered. Until the Court settles this problem, the inferior courts, 
The Tax Court, all taxpayers, and the Government will remain uncertain 
and confused. We should strive to keep the law from becoming a 
“farrago of irrational irregularities.” ** 

Before turning to the effect which certain statutory provisions may 
have on the problems under discussion, two other problems merit con- 


28 Cf. United States v. Jefferson Electric Mfg. Co., 291 U.S. 386 (1934); Myers v. 
Hurley Motor Co., 273 U.S. 18, 27 (1927) ; Perry v. United States, 294 U.S. 330 (1935) ; 
Note (1941) 25 Minn. L. Rev. 655. The Bull case has been followed even after the 
McEachern decision was handed down where §§ 607 and 609(a) were not involved. 
See, e.g., Electric Storage Battery Co. v. Rothensies, 57 F. Supp. 731 (E.D. Pa. 1944) 
and Note 154 A.L.R. 1052. 

29 The Government was denied use of this plea in Lyeth v. Hoey, 112 F. (2d) 4 
(C.C.A. 2d, 1940). Fortunately the result in the McEachern case is no longer required 
by reason of § 3801, but that provision falls far short of covering all cases in which 
the plea will be raised. 

30 The cases pro and con are collated in McConnell, The Doctrine of Recoupment in 
Federal Taxation (1942) 28 Va. L. Rev. 577 and in Mertens, op. cit. supra, note 13 
§ 60.11. 

$1 American Light & Traction Co. v. Harrison, 142 F. (2d) 639, 644 (C.C.A. 7th, 
1944). 

32 Mr. Justice Holmes, in Gast Realty and Investment Co. v. Schneider Granite Co., 
240 U.S. 55, 59 (1916). 
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sideration. One deals with proceedings before The Tax Court; the other, 
with actions in the other federal courts. 


3. Tue Tax Court AND EgQuitTaBLE RECOUPMENT 


The Board of Tax Appeals, now The Tax Court,** was established by 
the Revenue Act of 1924 to provide taxpayers an opportunity to secure 
an independent review of the Commissioner’s determination of taxes in 
advance of their paying the tax found by the Commissioner to be due. 
Before the Revenue Act of 1924, the taxpayer could only contest the 
Commissioner's determination of the amount of the tax after its pay- 
ment. The Revenue Act of 1926 provided for direct judicial review of 
the decision of the Board of Tax Appeals. Though the Supreme Court 
ruled that the Board was not a court, it did, nevertheless, determine that 
any judgment which it rendered was a judicial judgment.** That Court 
has also stated that the sections creating the Board and investing it with 
power can leave no doubt that they were intended to confer upon it 
appellate powers which are judicial in character.*” The Board exercises 
functions similar to those exercised by a trial court in a law case without 
a jury.*®° Nevertheless, the Supreme Court has held that the Board was 
without jurisdiction to apply an admitted overpayment in taxes for one 
year against an asserted deficiency for another even though both arose 
out of the identical transaction.** The facts of that proceeding cried out 
for equity. The taxpayer’s return for the fiscal year 1936 showed a 
net loss. In auditing this return, the Commissioner determined a defi- 
ciency for 1936 based upon an adjustment of petitioner’s inventory for 
1935. Because of this adjustment the taxpayer was entitled to a refund 
for 1935; the period of limitations, however, barred recovery of this 
refund. The overpayment for 1935 exceeded the claimed deficiency for 
1936. On petition to the Board for a redetermination of the deficiency, 
the taxpayer sought to have the 1935 overpayment applied as an offset 
or recoupment against the 1936 deficiency. The Board refused to grant 
this relief “for jurisdictional reasons,” but the Circuit Court reversed.** 


33§ 504(a) of the Revenue Act of 1942 changed the name of the Board of Tax 
Appeals to The Tax Court of the United States. § 504(b) provided that this change 
in name was to have no effect on the jurisdiction, powers and duties of the agency. 

34 Old Colony Trust Company v. Comm’r., 279 U.S. 716 (1929). 

85 Blair v. Oesterlein Machine Co., 275 U.S. 220 (1927). 

86 Phillips v. Comm’r., 283 U.S. 589, 599 (1931). 

37 Comm’r v. Gooch Milling & Elevator Co., 320 U.S. 418 (1943). At first glance it 
might be thcught that § 3801 should have been raised by the taxpayer. This would not 
have availed for the Board has no jurisdiction to order an adjustment under that sec- 
tion until there has been a “final determination.” Anton Dolenz, 41 B.T.A. 1091 (1940) 
and see Lewis Eugene Grigsby Trust, 5 T.C. 51 (1945). 

38 133 F. (2d) 131 (C.C.A. 8th, 1943). 
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It considered the doctrine of the Bull case applicable for the Government 
was confessedly, wrongfully, and as the Supreme Court has said “immor- 
ally,” holding funds belonging to the taxpayer. However, the Supreme 
Court agreed with the Board and held that the power of that tribunal 
to recognize the doctrine of recoupment was lacking because of the pro- 
vision of section 272(g) of the Internal Revenue Code, reading: “The 
Board in redetermining a deficiency in respect of any taxable year shall 
consider such facts with relation to the taxes for other taxable years as 
may be necessary correctly to redetermine the amount of such deficiency, 
but in so doing shall have no jurisdiction to determine whether or not 
the tax for any other taxable year has been overpaid or underpaid.” *° 
The Court felt that this statutory provision placed the application of the 
doctrine of equitable recoupment outside the Board’s jurisdiction. It 
should be noted that before section 272(g) of the Code was enacted, 
the Board held that it had jurisdiction to determine an overpayment for 
a year as to which no deficiency had been found by the Commissioner 
and to apply that overpayment against the liability for the year as to 
which he had found a deficiency, thus giving effect to the doctrine of 
equitable recoupment.*® In the Revenue Act of 1926, the predecessor 
of section 272(g) of the Code was enacted which the Supreme Court 
held took such jurisdiction away from the Board. 

If we give our unquestioned acceptance to the capsule in which the 
Supreme Court has placed the plea of equitable recoupment before the 
Board, there was an alternative prescription available to the taxpayer. 
It could have paid the 1936 deficiency asserted by the Commissioner and 
then sued in the District Court pleading in the alternative that (1) the 
1936 deficiency was erroneously determined or (2) if that deficiency 
was correct, then the overpayment for 1935 arising out of the same 
transaction was refundable.** Under the Bull case, recovery could not 


39 The Board has not hesitated to exercise its jurisdiction under § 272 (g) of the 
Code to consider the taxes for other taxable years in so far as relevant to the correct 
redetermination of the deficiency in question. Evans & Howard Fire Brick Co., 8 
B.T.A. 867 (1927); J. C. Blair Co., 11 B.T.A. 673 (1928); W. M. Ritter Lumber Co., 
30 B.T.A. 231, 277 (1934). 

40 Appeal of E. J. Barry, 1 B.T.A. 156 (1924). 

41 See Crossett Lumber Co. v. United States, 87 F. (2d) 930, 932 (C.C.A. 8th, 1937), 
109 A.L.R. 1348 where the court said: “In the case at bar, one act, the erroneous valuation 
of the inventory of November 30, 1926, set in motion a course of events resulting in an 
erroneous refund to the taxpayer on the one hand, and an overassessment in his favor 
on the other. Had the Government, within the time limited, brought an action to re- 
cover the refund, made erroneous by the inventory, the taxpayer could have set up by 
way of defense its overpayment of income tax of the following year, induced by the 
same erroneous inventory.” See also Miller, Recoupment v. Statute of Limitations 
(1937) 15 Tax Mac. 456 and R. G. Elbert, 2 T.C. 892 (1943). 
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be denied, though obviously the McEachern decision leaves the matter 
unsure. Into the wisdom of such Olympian heights it is not for the 
profane to probe.*? 

In terms of sound tax administration, it is dangerous to run a dividing 
line marking off the boundaries of the application of equitable recoup- 
ment between those cases involving suits for the recovery of an over- 
payment and those where no litigation in the courts has been instituted. 
In many cases, the taxpayer may not be in a financial position to pay 
the asserted deficiency and then sue for refund. The great remedial 
purpose of the Board of Tax Appeals is defeated by denying the right 
to use the plea of equitable recoupment to those taxpayers who avail 
themselves of the Board’s jurisdiction. Since the Supreme Court’s Gooch 
Milling decision is pitched solely upon the character of the Board’s juris- 
diction, Congress can and should eradicate the evils springing from this 
opinion. It hardly furthers equity in tax collection to perniit this deci- 
sion to remain. If equity is to prevail, the test of equity should be 
something more substantial than the forum selected. The Tax Court 
has now “come of age”’ with its twenty-first birthday in June, 1945. It 
is old enough to be trusted with equitable principles. 

One further problem merits discussion before considering the provi- 
sions of the Code which have attempted to ameliorate some of these 


inequities. 





4. THe Respect Pain TO CoMMON-LAW PLEADING 


The United States has an inherent right to protect itself against suits, 
and, if in the liberality of Congress, suits are permitted, it is only on 
such terms and conditions as are prescribed by statute. This principle 
is fundamental and applies to every sovereign power. It would be impos- 
sible for the government to collect revenue for its support without infinite 
embarrassment and delays, if it were subject to civil processes in the same 
manner as a private person. 

The prompt collection of the revenue is one of the most vital duties 
of the government. Depending as the government does on its revenues 
to meet its current expenses and the interest on its debt, it is of the 
utmost importance that taxes are collected with dispatch. It would be 
difficult to do this, if the tax moneys gathered into the Treasury, were 
liable to be taken out of it, on suits prosecuted in the courts for alleged 
errors and mistakes, concerning which the officers charged with the collec- 
tion and disbursement of the revenue had received no information. Such a 
policy would be injurious to the finances of the country. Accordingly, 


42 Powell, op. cit. supra, note 8, at p. 786. 














1945] TAX REFUND CLAIMS AND THE STATUTE OF LIMITATIONS 57 


Congress has provided a “system” ** for the benefit of those persons who 
complain of illegal assessments of taxes. The party aggrieved can test 
the question of the illegality or impropriety of an assessment, or collec- 
tion of taxes, by suit; he cannot do this until he has submitted a refund 
claim to the Commissioner of Internal Revenue.** If decision on the 
claim is delayed beyond six months from the time of filing the claim, 
suit may be brought at any time thereafter within the statutory period 
of limitations. Thus it will be seen that the person who believes that 
he has suffered a wrong at the hands of the Commissioner, can appeal 
to the courts; but he cannot do this until he has taken an “intermediate 
appeal” to the Commissioner. The object of these different provisions 
is apparent. While the government is desirous to grant its citizens a 
mode of redress against erroneous assessments or collections, it says to 
them: “We want all controverted questions concerning the revenue 
settled speedily, and if you have a complaint to make, you must let the 
Commissioner of Internal Revenue know the grounds of it; but if he 
decides against you, or fails to decide at all, you can test the question 
in the courts provided you bring your suit within a limited period of 
time.” 

It is now hornbook learning that no suit can be maintained for taxes 
illegally collected unless a claim therefor has been filed within the time 
prescribed by law.*° When the Internal Revenue Code and its predecessors 
state that a claim for refund must be presented within a stated period 
of time, the implication is that, unless so presented, the right te demand 
the return of the tax is lost, the Commissioner has no authority to refund, 
and, of course, the right of suit is gone. This is a condition precedent 
upon which the government consents to litigate the lawfulness of the 
original tax. “It is not a hard condition. Few governments have con- 


46 


ceded such a right on any condition.” ** So far as our fiscal system is 


43 Nichols v. United States, 7 Wall. 122, 130 (1868). 

44 The claim is filed with the Collector but the Commissioner passes upon the claim. 

45 Maryland Casualty Insurance Co. v. United States, 251 U.S. 342 (1919); Kings 
County Savings Institution v. Blair, 116 U.S. 200 (1886) ; Arnson v. Murphy, 115 U.S. 
579 (1885) ; Railroad Co. v. United States, 101 U.S. 543 (1879). 

46 Cheatham v. United States, 92 U.S. 85, 89 (1875). Certainly when once the United 
States has given its consent to be sued, that consent should not; through refined distinc- 
tions, be so stingily interpreted as to bar a citizen’s just claim. Hammond-Knowlion v. 
United States, 121 F. (2d) 192, 205 (C.C.A. 2d, 1941). 
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concerned, this remedy has been enforced throughout our history, barring 
only a brief interruption.*’ 

There has been no dispute in the more recent cases, with this principle. 
The troublesome questions arise after a claim has been filed and the Com- 
missioner finds it defective. Tucker v. Alexander** was the first case 
in which the Supreme Court considered the problem. The taxpayer, from 
March 1, 1913, and in 1920, was the owner of shares of stock in a cor- 
poration which in the latter year was dissolved and liquidated. A dis- 
tribution of some portion of its assets to the stockholders had been made 
in May, 1913. The Commissioner taxed as income on dissolution the 
difference between the value of the property received by petitioner as a 
liquidating dividend, and the value of his stock on March 1, 1913, less 
the value of the distribution of May, 1913, which was treated as a return 
of capital. The additional tax was paid under protest and a claim filed. 
In his claim, the taxpayer assigned as reasons for it the Commissioner’s 
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erroneous computation of the value of the stock on March 1, 1913, and 
the Commissioner’s failure to deduct from the capital and surplus of the 
company at the date of liquidation the amount of certain outstanding 
debts which were assumed by the stockholders. No statement was made 
that the Commissioner erred in decreasing the March 1, 1913, value by 
the value of the property distributed in May, 1913, nor was that point 
raised by the petition in the district court. However, in the course of 
the trial, petitioner, without objection by the government counsel, aban- 
doned the grounds of recovery stated in the petition and attacked only 
the Commissioner’s deduction of the return of capital from the March 
1, 1913, value. That issue alone was litigated. At the close of the trial 
counsel stipulated that, if the court found the deduction to have been 
erroneously made, the petitioner should have judgment in a sum named. 
Both lower courts ruled against petitioner on the ground that the suit 
for refund must proceed upon the same grounds and only such as are 
presented in the claim for refund.**® In neither opinion is there any men- 
tion of the power of the Commissioner or his counsel to waive an objec- 





47 The Swartwout scandal led to the Act of March 3, 1839 (§ 2, 5 Stat. 339, 348), 
which the Supreme Court construed as a withdrawal of the suability of the Collector. 
Cary v. Curtis, 3 How. 236 (1845). That decision was rendered on January 21, 1845, and 
Congress promptly restored the old liability. Act of February 26, 1845, c. XXII, 5 
Stat. 727. Again in view of the complicated administrative problems raised by the 
invalidation of the Agricultural Adjustment Act, Congress devised a special scheme 
for the recovery of the illegal exactions made under that Act. 49 Stat. 1747, 7 U.S.C, 
§ 644, et seq.; Anniston Mfg. Co. v. Davis, 301 U.S. 337 (1937) ; Great Northern Life 
Insurance Co. v. Read, 322 U.S. 47 (1944). 

48 275 U.S. 228 (1927). 

4915 F. (2d) 356 (C.C.A. 8th, 1926). 
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tion to the sufficiency of the claim filed. The Supreme Court reversed 
since it perceived no valid reason why the requirements of the regulations 
could not be waived even though these regulations provided that “all the 
facts relied upon in support of the claim shall be clearly set forth,’ *° 
and in spite of the statutory provision which stated that a claim meeting 
the conditions of these regulations must first be filed before suit could be 
maintained.”* It argued that the statute and regulations were for the 
convenience of government officials in passing upon claims for refund 
and in preparing for trial and that if compliance were insisted upon, 
dismissal of the suit would be followed by a new claim for refund and 
another suit within the period of limitations. This assumes what is not 
clear from the record, that the taxpayer could have filed a timely refund 
claim. On that assumption the case is distinguishable from those holding 
that in suits against the government no officer of the government may 
waive statutes of limitations.*? Such waivers, if allowed, would defeat 
the only purpose of the statute and impose a liability upon the United 
States which otherwise. would not exist—consequences which may not 
have attached to the waiver in the Tucker case.** 

Because the Tucker case was the first to speak of the doctrine of waiver, 
it is appropriate to restate the facts in general terms. A timely claim 
was filed and disallowed. The claim alleged two specific grounds for 
refund. Suit was brought to recover the alleged overpayment and again 
reliance was placed on the same two specific grounds. At the trial of 
the action and within the period of limitations, the taxpayer abandoned 
the grounds alleged in its claim and complaint and asserted a new ground. 
Counsel for the government (not the Commissioner of Internal Revenue) 
stated that the new question brought forward was the only one involved 
in the case and stipulated as to the amount to be recovered if the trial 
court should hold in favor of the taxpayer on this new ground. The 
Supreme Court decided that there was an express waiver as to the form 
and contents of the claim and that counsel representing the government 
had power, prior to the expiration of the period of limitation, to waive 
the objection that the basis for refund was not disclosed in the claim. 

The next five cases to raise the effect of the doctrine of waiver were 
all decided by Mr. Justice Cardozo in 1933. The first one muddied the 
waters. In United States v. Memphis Cotton Oil Co.,°* general claims 


50 Reg. 45, Art. 1036 (1920 ed.). 

51 § 3226 of the Revised Statutes, as amended by §1014 of the Revenue Act of 1924. 

52 Great Northern Life Ins. Co. v. Read, 322 U.S. 47 (1944) ; Munro v. United States, 
303 U.S. 36, 41 (1938) ; Finn v. United States, 123 U.S. 227 (1887). 

53 Bonwit Teller & Co. v. United States, 283 U.S. 258, 265 (1931). 

54 United States v. Memphis Cotton Oil Co., 288 U.S. 62 (1933). 
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had been timely filed for each of the years 1922 and 1923. Upon receipt 
of these claims, the Commissioner caused an audit to be made of the 
books and records of the taxpayer which disclosed that overpayments had 
been made by the taxpayer; however, after the period of limitations had 
expired within which a new claim could have been filed, the Commissioner 
advised the taxpayer that the claims would be rejected since the claims 
were defective in that they did not satisfy the requirements of the regu- 
lations that the facts relied upon in support of the claim should be 
clearly set forth under oath. The taxpayer, upon receipt of this advice, 
filed an amendment *° of the claims in which the facts were set forth in 
detail. The Commissioner then sent final notice of rejection of the claims 
on the ground that the claims as first presented were defective and irregu- 
lar. It is important to note that at the time the Commissioner, through his 
own efforts, obtained the facts, the period of limitations for filing a 
claim for the year 1922 had expired. The Court of Claims felt that this 





was immaterial though it mentioned the point in its opinion.°® The 
Supreme Court however did not believe the matter even worthy of 
notice for it posed the question before it in the following language : ‘““May 
a claim for a tax refund which has been seasonably filed, but which fails 
to state the grounds upon which the refund is demanded, be amended 
by specifying the grounds at any time before the claim in its original form 
has been finally rejected, though it be after the time when a wholly new 
claim would be barred by limitation?’ The Court answered this ques- 
tion in the affirmative and placed stress upon the analogy to pleadings. 
By this holding, the Court reaches the conclusion that a timely claim 
which merely contains a statement of the amount of tax paid, a statement 
of the alleged correct amount of tax due, a statement that there was an 
overpayment, and a request for refund may be amended by specifying 
the grounds for relief after the period of limitations has expired for 
filing timely claims. It is true that the Commissioner considered the claim 
on its merits prior to rejection but it is equally true that he was apprised 
of the grounds for relief by his own efforts after the period of limitations 
for filing timely claims had expired. 

The Court drew a line of division between the function of the statute 
and of the regulations: the former, it said, requires the presentation of 
the claim within a given period of time; the latter makes provision for 
form. To talk of the function of the statute as affording protection 
against stale demands and the function of the regulation as facilitating 


55 In the statements of facts the Court states that a “new claim” was filed (p. 66) but 
in the statement of the question (p. 64) the Court refers to this “new claim” as an 
amendment of the old claim. 


5659 F. (2d) 276, 280 (Ct. Cl. 1932). 
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research, is to lose sight of the system which Congress has fashioned 
for the redress of the supposed wrong. Justice and the orderly adminis- 
tration of the revenue require the denial of claims of taxpayers who do 
not take the pains to comply with conditions imposed by a sovereign 
power upon the recovery of erroneously paid taxes.°’ It is true that 
the claim for refund is a claim for money had and received. The identity 
of the cause of action may be said in one aspect to depend upon the mere 
fact of overpayment and, as Lewis v. Reynolds demonstrates, the exist- 
ence of a net balance owing to the taxpayer after the ascertainment of 
all items of debit and credit. In another aspect it may be said to depend 
upon the identity of the items illegally exacted, and hence upon the par- 
ticular grounds that determine illegality. The Court recognized these 
two possible interpretations but nevertheless felt that the statement by 
the taxpayer of supporting facts is not something so essential that there 
can be no claim without it. It is difficult to reconcile this conclusion with 
the reasoning of the Court in United States v. Felt & Tarrant Manufac- 
turing Company.°* There the Court held that a claim for special relief 
under section 210 of the 1917 Act would not form the basis for a suit 
on the ground of depreciation of patents. It concluded that the claim 
for refund which the revenue acts have made a prerequisite to suit, 
obviously relates to the claim which may be asserted by the suit and, 
hence, quite apart from the provisions of the regulations requiring that 
the grounds for refund be stated in the claim, the statute is not satisfied 
by the filing of a paper which gives no notice of the nature of the claim 
for which suit is brought, and refers to no facts upon which it may be 
founded. Certainly the taxpayer in the Memphis Cotton Oil Company 
case could not have successfully maintained a suit on his general claim. 
This is true even though a declaration according to the common count 
for money had and received may be good though it does not tell how 
the money was received or the use established. In the Memphis Cotton 
Oil Company decision the Court did not find its earlier decisions at 
variance with the conclusion it reached. It interpreted the Tucker case 
as holding that it is within the power of the Commissioner to waive 
the objection that the supporting facts or reasons have not been stated 
in the claim. It failed to note that the waiver therein may have occurred 
at a time when the taxpayer could have filed a timely claim. The Felt 
& Tarrant Manufacturing Company decision is taken to mean that a 
defective claim for refund will not supply a basis for a suit against the 
government when there has been neither waiver by the Commissioner 


57 See 2 PauL, FeperaL Estate AND Girt TAXATION (1942) Sec. 14.39. 
58 283 U.S. 269 (1931). 
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nor amendment by the taxpayer.*® The correctly analyzed Memphis Cot- 
ton Oil Company case means that if the statement of the claim is defective 
because couched in general terms and there is no timely objection, the 
amendment to make more specific may be made nunc pro tunc.®° It is 
thus not necessary to invoke the legal fiction of a waiver.** 

On the same day as it decided the Memphis Cotton Oil Company case, 
the Court handed down two other decisions presenting a slight variation 
of the problem. In the first °’ of these cases a claim for special assessment 
was made under section 327(d) of the 1918 Act. After review of the 
claim, the taxpayer was advised by the Commissioner that no considera- 
tion would be given to this claim unless the taxpayer acquiesced in the 
net income and invested capital as determined by the revenue agent. This 
the taxpayer did and accordingly the Commissioner proceeded to a con- 
sideration of the claim that error had been committed in failing to give 
the taxpayer the benefit of a special method of assessment. Subsequently 
the taxpayer was advised by written notice that there was no evidence of 
abnormal conditions sufficient to call for a departure from the usual 
forms of computation. Prior to the receipt of final notice of rejection 
the taxpayer amended the claim to allege the under-valuation of its real 
estate. This claim was rejected by the Commissioner; and the rejection 
was properly sustained by the Court. Here the taxpayer by its claim as 
originally presented abandoned the position that there had been any error 
of fact or law in the assessment of the tax according to the normal 
method, and planted itself on the position that the special method would 
be fairer. Retraction, if it were possible under such circumstances, 
must be held to be too late when the statute of limitations had interposed 
a bar. So understood, the case is simple. It has, however, been fre- 
quently cited for the principle that a claim based on one specific ground 
may not be amended prior to rejection to allege another unrelated specific 
ground. This comes about by analogizing to the rules of pleading. A 
pleader who abandons the common count and states the particular facts 


59 The Court also held that the necessity for filing a claim is not dispensed with be- 
cause the claim may be rejected. It did not refer to the fact that the waiver was without 
the consent of the Secretary of the Treasury, who approved the Commissioner’s regula- 
tions. 

6° Gavit, A “Pragmatic Definition” of the “Cause of Action” (1933) 82 U. or Pa. L. 
Rev. 129 with which compare Clark, The Cause of Action (1934) 82 U. or Pa. L. Rev. 
354. 

61 United States v. Factors & Finance Co., 288 U.S. 89, 93 (1933). Bentham said of 
legal fictions that they “are no more necessary to justice than is poison to sustenance.” 
BENTHAM, Works (1843 Ed.) Vol. 6, p. 582. 

62 United States v. Henry Prentiss & Co., 288 U.S. 73 (1933). 

63 PauL, op. cit. supra, note 57, p. 918. 
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out of which his grievance has arisen cannot change the statement with 
any degree of freedom. 

The next case decided by the Court on this day brought forth a com- 
pletely new test for determining the propriety of amendments of claims 
for refund.** Something new was added. The claim for refund did not 
state any particular item or items as ground for refund nor did it set 
forth any facts which would show an overpayment, but it pointed out 
that the tax liability for the year in question had not been audited by the 
Commissioner and that the claim was being filed to protect the taxpayer’s 
rights under the pertinent statutes governing refunds and to permit the 
Commissioner to refund any tax paid in excess of that found to be due. 
The claim did allege a dollar amount. Before the Commissioner had 
taken any action with reference to the refund claim the taxpayer filed 
an amendment and amplification of the earlier claim. The amended claim 
requested specific relief under section 210 of the 1917 Act. That section 
provided that if the invested capital could not be satisfactorily deter- 
mined, the excess profits tax “shall” be determined and computed in a 
certain manner. Though the amendment was filed after the time had 
elapsed within which a new claim could have been filed, the Commissioner 
considered the claim on its merits and eventually disallowed it as defec- 
tive for failure to state the grounds of the objections. It would seem 
that the Court’s decision in Memphis Cotton Oil Company was control- 
ling, for here was a general claim not specifying grounds, amended prior 
to final rejection. Under such circumstances the Court had held that 
the amendment would lie irrespective of the limitation running in the 
interval. But the Court felt that the “case is a close one, giving fair 
opportunity for argument either way.” The amendment was upheld on 
the theory that the specific amendment called attention to no new matter 
not covered by the investigation the Commissioner fad to make in 
examining the claim as originally filed. On that basis any amendment 
of a claim might be sanctioned whether the demand was couched in 
specific or general language, for is not the Commissioner duty-bound to 
determine the correct tax liability of every taxpayer? °° 

The opinions in these cases were obviously not satisfactory to the Bar 
or to the courts and accordingly at its first opportunity, the Supreme Court 


64 United States v. Factors & Finance Co., 288 U.S. 89 (1933), noted in 46 Harv. L. 
Rev. 843. 

65 The two other cases decided by the Court added little to those preceding them. 
Bemis Bro. Bag Co. v. United States, 289 U.S. 28 (1933) ; George Moore Ice Cream 
Co., Inc. v. Rose, 289 U.S. 373 (1933). See also United States v. Baltimore & Ohio 
R. Co., 124 F. (2d) 344 (C.C.A. 4th, 1941) and compare Min. 4092, Cum. Butt. XIII-2, 
96 (1933) with T.D. 4265, VIII-1 Cum. Butt 110 (1929). 
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reconsidered the problem with the result that its decision in United States 
v. Andrews®* has become the leading case in this field. The original 
claim for refund was based upon an alleged loss due to the worthlessness 
of stock. The claim also added the phrase that the taxpayer demanded 
the return of the sum named, or any greater sum which might be 
ascertained to be due. Prior to the determination of this claim but after 
the statutory period for filing refund claims, the taxpayer presented an- 
other claim as “an amendment and amplification” of the first claim. The 
ground for refund asserted in the second claim was that funds received 
in the course of a corporate recapitalization were erroneously included 
as income rather than capital gain. Complete information with respect 
to this transaction was in the hands of the Commissioner prior to the 
expiration of the statutory period for filing a new claim. The infor- 
mation was not furnished by the taxpayer but in another case involving 
a different taxpayer the Commissioner had determined that adjustment 
should be made of the items which produced the amended claim for 
refund. The Court of Claims, relying upon the earlier decisions of the 
Supreme Court, believed that the taxpayer was entitled to a recovery since 
prior to the expiration of the time within which a new and independent 
claim could have been filed, the Commissioner had determined that adjust- 
ment should be made of the item which produced the overpayment now 
in controversy. There was therefore no lack of notice within the statu- 
tory period and when the Commissioner came to take final action on 
the original claim, he had before him his own determination, made within 
the statutory period, that there had beef an overpayment on the item 
here in dispute and an amendment to the claim showing a demand for 
such overpayment. The Supreme Court, however, held that the so- 
called amendment was in fact a new claim and its allowance was barred 
by the statutory provisions limiting the time for presentation of claims 
for refund. After reviewing the earlier decisions referred to in the 
preceding pages, the Court laid down two rules. 

The first governs general claims. Where a general claim which has 
been filed has not misled the Commissioner but has been the basis of 
an investigation which disclosed facts necessary to his action in making 
a refund, an amendment which merely makes more definite the matters 
already within his knowledge, or which, in the course of his investigation, 
he would naturally have ascertained, may be made at any time prior to 
rejection. The Court held that the claim in the Andrews case did not 
satisfy the test of this rule since it was not a general claim. It was spe- 
cific and pointed unerringly to the items the Commissioner must con- 


66 302 U.S. 517 (1938), noted in 51 Harv. L. Rev. 935. 
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sider. It called for no general audit of the taxpayer’s-affairs and appar- 
ently none was made. 

The second rule governs specific claims. A claim which demands 
relief upon one asserted fact situation, and asks an investigation of the 
elements appropriate to the requested relief, cannot be amended to dis- 
card that basis and invoke action requiring examination of other matters 
not germane to the first claim. The Court held that the claim in the 
Andrews case failed to meet this test also. The fact that the Commis- 
sioner did have knowledge of the issue raised by the amended claim did 
not help the taxpayer for there was no evidence in the record to show 
that the Commissioner knew that the taxpayer was a shareholder in the 
corporation involved. This is an unpleasantly harsh application of the 
rule.” 

The first test of these rules came on the very day the Court handed 
down its decision in the Andrews case.** The taxpayer filed a timely 
claim alleging two specific grounds for relief. After expiration of the 
limitation period but prior to rejection of the original claim an amend- 
ment was filed alleging that no taxable income was received during the 
year involved. The Circuit Court held that the amendment filed was 
germane to the original claim and that both claims grew out of substan- 
tially the same facts.°° The Supreme Court concluded that the con- 
trary was true since the grounds advanced in the original claim assumed 
the receipt of income. The claim being thus specific, the Commissioner 
was entitled to take it at face value and to examine only the points to 
which it directed his attention. “It would be to disregard the natural 
course of procedure in the Bureau to suppose that grounds thus spe- 
cifically asserted would direct attention to another at war with them.” “° 

From the foregoing it is patently obvious why Mr. Justice Frankfurter 
found the subject of waiver and amendment beclouded. Look at the 
questions which must be answered primary to a consideration of the 
propriety of any amendment. Is the original claim general or specific?” 


67 The rules have been restated by the Second Circuit in the following manner: Where 
the facts upon which the amendment is based would necessarily have been ascertained 
by the Commissioner in determining the merits of the original claim, the amendment 
is proper. The rule is otherwise when the amendment requires the examination of new 
matters which would not have been disclosed by an investigation of the original claim. 
Pink v. United States, 105 F. (2d) 183 (C.C.A. 2d, 1939). 

68 United States v. Garbutt Oil Co., 302 U.S. 528 (1938). 

69 89 F. (2d) 749, 750. 

70 See also Real Estate-Land Title & Trust Co. v. United States, 309 U.S. 13 (1940) ; 
United States v. Kales, 314 U.S. 186 (1941). 

71 Socony-Vacuum Oil Co. v. United States, 52 F. Supp. 637 (S.D. N.Y. 1943) at- 
tempts to set up standards for a determination of this question. The precise boundary 
between a general and a specific claim cannot be delineated by a single abstract definition. 
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If general, would the Commissioner have ascertained the facts alleged in 
the amendment in the course of his investigation of the general claim? 
If specific, are the facts alleged in the amendment germane to the first 
claim? Have any formal defects been waived? None of these queries 
is of simple solution. Enmeshed in such refinements and distinctions, 
the administration of the statute soon might become encumbered by 
technical legal refinements evolving a dichotomy whose consequences 
would be ultimate defeat, in part at least, of the achievement of the 
statute’s objectives. 

Certainly the rules laid down are not sensible. They place a premium 
upon the filing of general claims: a result undoubtedly unintended by 
Congress. They increase the administrative burden, for a taxpayer who 
is properly advised will file a general claim calling for a general audit. 
Concededly the Commissioner may not make a general audit but it is 
worth taking this risk because of the ever-changing developments in 
the substantive law of taxation. On the other hand, the rules are hard 
on the taxpayer who fulfills the requirements of the regulations with 
meticulousness. If he files a specific claim based on a ground of which 
he now has knowledge he loses all benefits from any subsequent develop- 
ment due to a changed interpretation of the law or resulting from the 
completion of the Commissioner’s audit, unless the facts stated in the 
amendmént are germane to the original claim or unless a waiver can 
be proven.” To perpetuate such traps for the unwary litigant is not 
worthy of a mature judicial system. Perforce the taxpayer who has 
filed a specific claim can get some measure of comfort from the Supreme 
Court’s earlier decision in Lewis v. Reynolds, though no mention is 
made of that case in the Andrews decision. It was there held that the 
Commissioner might set off against a refund claim the amount of a 
deficiency otherwise barred. Since this “involves a redetermination of 
the entire tax liability,” it could be argued that amendments to specific 
claims should be permitted because the amended ground should have 
been covered in the Commissioner’s investigation of the original claim. 
Perhaps a more reasonable interpretation of Lewts v. Reynolds would 
seem to be that although the Commissioner may make a complete re- 
audit of the taxpayer’s return, he is not under duty to do so. 

The unfairness to the taxpayer in denying a refund, on technical 
grounds, of taxes which are equitably to be recovered, should be matched 
with the requirements of the Government. Taxes are its life blood; 
their orderly collection a vital necessity. Rules have been laid down for 
the guidance of those who would sue the Government. When the United 


72 Neilson v. Harrison, 131 F. (2d) 205 (C.C.A. 7th, 1942). 
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States consents to be sued, a literal and meticulous compliance with 
the statutory requirements is imperative.”* 

The present state of the law is unsatisfactory. Legislative relief is 
needed after the problem has had careful study. One suggestion is 
offered for consideration. A requirement that the Commissioner shall, 
before a claim is examined on its merits, cause a preliminary investiga- 
tion to be made to ascertain whether the claim is defective in form 
should be added to the Code. If no such objection is made within a 
designated time, the Commissioner should be barred from ever main- 
taining that the claim is defective in form. Confessedly this does not 
cover all cases and may harm some but justice will be meted out to 
the taxpayer who has received a statutory notice of rejection after the 
Commissioner has considered his claim on the merits and when an 
amendment would not be permitted.” 

If the Commissioner should find the claim objectionable on this score 
amendments should be permitted, limited, however, by the present statute 
of limitations provision. Consideration should also be given to the possi- 
bility of extending the statute of limitations for filing claims whenever 
there has been a change in the law.*® 

We must find some way out of the niggardly rule which denies to 
a citizen a right to recover money which his government wrongfully 
obtained from him and which unjustly enriches it. “. .. Although taxes 
notoriously induce grumbling, the reflective citizen pays them cheerfully 


“e 


enough, when they have been lawfully assessed, because he recognizes 
such exactions as-part of the necessary cost of maintaining a social 


73 Anniston M’fg. Co. v. Davis, 301 U.S. 337 (1937); Honorbilt Products, Inc. v. 
Comm’r, 119 F. (2d) 797 (C.C.A. 3rd, 1941); Rock Island A. & L. R. Co. v. United 
States, 254 U.S. 141, 143 (1920). See also Maas & Waldstein Co. v. United States, 283 
U.S. 583, 589 (1931) ; Lucas v. Pilliod Lumber Co., 281 U.S. 245 (1930). 

74 “Tt smacks too much of the strangling niceties of common law pleading to find n« 
existing claim to which a curative amendment may be attached, although there has been 
an examination of the merits, simply because of the prior rejection of a formally de- 
fective claim and yet find waiver of a formal defect merely because an examination 
of the merits by the Commissioner manifests consideration of the claim.” Frankfurter, 
J. in Angelus Milling Company v. Comm’r, 323 U.S. 703 (1945). 

75 Perhaps a discovery of additional facts should also extend the period of limitations 
for refund. This suggestion has received some judicial support. In United States v. 
Frauenthal, 138 F. (2d) 188, 191 (C.C.A. 8th, 1943) Judge Sanborn stated: “Congress 
should, no doubt have provided that the period for filing a claim for refund of estate 
taxes overpaid because of the subsequent payment by an estate of contingent liabilities 
such as those here involved did not commence to run until the amount for which the 
estate was obligated upon such liabilities was determined and paid. The Government 
should not be allowed to retain moneys which do not belong to it, and which, in equity 
and good conscience, ought to be refunded.” A similar plea was made by Judge Ma- 
gruder in Moir v. United States, 149 F. (2d) 455 (C.C.A. Ist, 1945). 
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organization without which he could not exist, but that, when the 
government improperly collects a sum under the guise of a tax and its 
repayment is concededly a matter of justice and legal right, then to 
block that repayment by a statutory construction of an unusually strict 
character is to provoke criticisms of our government that are neither 


9976 


desirable nor easy to answer. 


5. STATUTORY PROVISIONS FOR EQUITABLE ADJUSTMENT 


Frequently the courts have reverted to the complex doctrines of estop- 
pel and waiver.*’ Sometimes they have added to these doctrines all the 
loose formulae of equity which sound in discretion and good conscience. 
In this way additions were made to the two-story structure of law and 
equity and the whole structure was equipped with noiseless elevators and 
secret stairways, by means of which the choice was always open either 
to take a bold judicial stand or make a dignified escape.** Eventually, a 
committee of Congress in 1938 recommended that there be enacted “‘suit- 
able provisions under which the statute of limitations should be so 
adjusted as to insure the taxation of income, and the allowance of deduc- 
tions, in the year to which properly applicable.” *® By means of section 
820 of the Revenue Act of 1938 (now section 3801 of the Code) Con- 
gress attempted to carry out the recommendation. It is now appropriate 
to review this provision to ascertain to what extent amendatory and 
supplementary legislation is desired. 

The basic conditions to the operation of the section are the following : 
(1) there must be a “determination under the income tax laws” within 
the meaning of subsection (a)(1); (2) the case must fall within one 
of the five enumerated situations specified in subsection (b); (3) the 
correction of the “error’’ by means of the normal procedure must be 
prevented; (4) an inconsistent position must have been asserted in the 
manner described in subsection (b); (5) the amount of the adjustment 
must be computed in accordance with subsection (d); (6) the adjust- 
ment must be made in the manner prescribed in subsections (c) and (e) 
and be with respect to a taxable year beginning on or after January 1, 


1932.°° 


76 Wallace v. United States, 142 F. (2d) 240, 242, per Frank, J. 

77 Maguire and Zimet, Hobson’s Choice and Similar Practices in Federal Taxation 
(1935) 48 Harv. L. Rev. 1281 passim. 

78 Arnold Trial by Combat and The New Deal (1934) 47 Harv. L. Rev. 913, 935. 

79 Report of a Subcommittee of the Committee on Ways and Means on a Proposed 
Revision of the Revenue Laws, H.R. 75th Cong., 3d Sess. (1938) 79, recommendation 
No. 78. 


80 Subsection (f) imposes this limitation. 
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This section does not cover all situations which have heretofore been 
dealt with by the courts under the doctrines of recoupment and other 
equitable principles.** Concededly it did not pretend to do so; several 
gaps and deficiencies were allowed to remain. For convenience, we may 
divide the discussion into subdivisions and limit our criticism of the 
section to the situations discussed in the early portion of the article. 
(a) Scope of the statute. No reason is advanced in the Committee 
Reports for limiting the application of this section to taxable years after 
January 1, 1932. It has been suggested that it was thought inadvisable 
to allow the successful maintenance of a position inconsistent with the 
result reached in a previous year to produce an adjustment if the latter 
year were too far in the past, perhaps because the returns and other 
pertinent documents may have been lost, etc. Apparently the year 1932 
was thus arbitrarily chosen as the dividing line.** If this be the reason 
for adopting the cut-off date, it is submitted that the reasoning underlying 
the enactment is erroneous. Simply by refusing to maintain an incon- 
sistent position, the taxpayer, or the Commissioner can prevent an adjust- 
ment for a closed year. The inconsistent position must be taken by 
the party against whom the reopening of the earlier year would operate 
and consequently that party, be he taxpayer or Commissioner, should not 
be heard to protest against the inconveniences resulting from lapse of 
time.** Of course, the party claiming the adjustment might suffer on 
account of difficulties of proof; but this is not sufficient reason to deny 
him an opportunity under this section to recover the amount of the 
adjustment to the extent it can be established. A recent decision demon- 
strates convincingly the inadvisability of retaining this limitation upon 
the operation of this section. The taxpayer “* treated an exchange made 
in 1928 as tax-free and in 1933 when a portion of the property received 
on the exchange was sold the taxpayer computed its gain on the sale 
on the same basis. A timely claim for refund of the 1933 tax was filed 


81 Maguire, Surrey and Traynor, Section 820 of the Revenue Act of 1938 (1939) 48 
Yate L. J. 509, 719, an exhaustive and excellent analysis of this section by the men 
instrumental in its formulation. See also, 2 MERTENS, LAW oF FEDERAL INCOME TAXA- 
TION (1942) § 14.01 et seq.; Kent, Mitigation of the Statute of Limitations in Federal 
Tax Cases (1939) 27 Cat. L. Rev. 109 and Note (1939) Section 820: Equity in The Ad- 
ministration of the Revenue Act, 39 Cor. L. Rev. 460. 

82 Maguire, Surrey and Traynor, op. cit. supra, note 81 at p. 719. See Longyear Realty 
Corporation v. Kavanagh, 60 F. Supp. 233 (E.D. Mich. 1945) ; Lynchburg Coal & Coke 
Co. v. United States, 47 F. Supp. 916 (Ct. Cl. 1942). 

83 See Comm’r. v. Arnold, 147 F. (2d) 23 (C.C.A. Ist, 1945). 

84 American Light & Traction Co. v. Harrison, 142 F. (2d) 639 (C.C.A. 7th, 1944). 
See also, American Foundation Company, 2 T.C. 502 (1943). 
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alleging that the gain on the 1933 sale had been incorrectly computed.** 
The Government’s only defense to the claim was that the taxpayer had 
underpaid its taxes for the year 1928, the collection of which was barred 
by the statute of limitations. The majority refused to follow the Bull 
doctrine and relying upon the Supreme Court’s later decision in the 
McEachern case, allowed the taxpayer to recover. This unhappy re- 
sult was caused primarily by the refusal of the Court to follow the 
Bull decision and secondarily by the restrictive limitation placed upon 
section 3801. 

(b) Circumstances of adjustment. Section 3801 requires that both the 
prior error and the subsequent deficiency or refund claim relate only to 
an income tax item. Cases involving estate, gift or other taxes, or any 
of these miscellaneous taxes conjoined with an income tax, are excluded.*® 
Thus, if the doctrine of the Bull case no longer remains in force, tax- 
“nor will 


payers similarly situated will secure no relief from this section,* 
the Government.** 

Under section 3801, the correction of the earlier year is limited to the 
item of income, deduction or credit involved in the inconsistent position ; 
and, contrary to the principle set forth in Lewis v. Reynolds, redetermi- 
nation of the entire tax liability for the barred year by the use of other 
items is not permitted. The Lewis v. Reynolds situation will not fall 
within section 3801 since it involves adjustment with a single taxpayer 
on two items for one year, rather than a single item for different years.*® 
Accordingly, the principle of that case will probably continue to apply 
in analogous situations, not covered by the adjustment provisions of sec- 
tion 3801. But it should be noted that, contrary to the results that may 
obtain in section 3801 situations, Lewis v. Reynolds allows only a defense 
and cannot be used to justify an affirmative judgment. This can be judi- 
cially corrected; but if not, should he legislatively corrected. 

Section 3801 permits an adjustment with respect to a taxpayer because 
of another taxpayer's error in only a limited number of relationships.*° 

85 This came about by reason of the intervening decision of the Supreme Court in 
LeTulle v. Scofielé, 308 U.S. 415 (1940). 

86 Note (1938) Estoppe! and Recoupment in Federal Taxation after the Revenue Act 
of 1938, 52 Harv. L. Rev. 300. 

87 McConnell, op. cit. supra, note 30. 

88 See Lit et al. v. United States, 18 F. Supp. 435 (E.D. Pa. 1937) which permitted 
the Government to recoup a gift tax deficiency against an estate tax overpayment. Cf. 
Lovering v. United States, 49 F. Supp. 1 (D. Mass. 1943). 

8° Cf. Naumkeag Steam Cotton Co. v. United States, 2 F. Supp. 126, 137 (Ct. Cl. 
1933) cert. denied, 289 U.S. 749 (1933), where the court indicates that Lewis v. Rey- 
nolds may apply although different years are involved. But cf. § 820(e). 


99 See § 3801 (a) (3). 
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Other relationships will be governed by the equitable considerations laid 
down in Stone v. White.** Although the relationship in this case is now 
covered by the statute,°* its doctrine of determining whether unjust 
enrichment actually exists should still be applicable to “related taxpayers” 
not included within the statute; if unjust enrichment is found, the refund 
should be reduced pro tanto.°* The relationships of assignor and assignee 
donor and donee, lessor and lessee, and claimants to ownership of the 
same property were eliminated in conference.** But considering the 
supplementary character®*® of section 3801 pro tanto reduction of a 
refund should be allowed in these relationships to the extent that the 
party who has failed to pay a proper tax will ultimately be benefited by 
the refund; and a deficiency should be reduced where the government 
will be enriched and the items are sufficiently related. The extent of 
the play of equity in these cases will depend upon how far the Supreme 
Court believes its decision in the McEachern case limits the doctrine of 
Stone v. White. 

Section 734. In addition to section 3801, other statutory provisions 
have been enacted in recent years, which have attempted to afford equi- 
table relief both to the taxpayer and the Government. The most note- 
worthy of these Congressional enactments has been section 734 of the 
Internal Revenue Code. Since the determination of the excess profits 
credit for any year may involve items of income, deduction, or the 
basis of property which were erroneously treated in computing the 
income tax liability in prior years, this section provides a form of 
“recoupment” so that if the taxpayer, for example, adopts a position 
inconsistent with the prior tax treatment and if a correction of the prior 
year’s tax liability is barred, the deficiency for that year which would 
have resulted from the correct treatment of the item is added to the 
excess profits tax liability for a later year. Conversely, if the Commis- 
sioner adopts an inconsistent position, the barred overpayment for the 
prior year is deducted from the excess profits tax liability.°* That this 
section is “an equitable provision designed not to prevent inconsistency 
but to discourage inconsistency by depriving the guilty party of any 
pecuniary benefit therefrom . . . is evidenced by the fact that an 


91 301 U.S. 532 (1937). 

®2 § 3801(a) (3) (D). 

®3 See Note, supra, note 86 at p. 307. 

94 See H.R. Rep. No. 2330, 75th Cong., 3d Sess. (1938) 58. 

®5 Regulations 111, § 29.3801 (b)-0. 

®6 Rudick, Section 734 of the Internal Revenue Code (1943) 53 Yate L. J. 137, con- 
tains a thoroughgoing analysis as well as a spirited defense of this much criticized 
piece of legislation. 
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adjustment is not authorized if the party maintaining the inconsistent 
position is the party who would derive a pecuniary benefit from the 
adjustment.” *’ Though both sections 734 and 3801 were designed to 
accomplish the same purpose and even though the language in both sec- 
tions is in many respects the same or similar, they are not correlated.** 

The most frequent objection raised to the continuation of this pro- 
vision in the Code was that it unnecessarily revived old questions. Prob- 
ably no informed person would deny the general desirability of a statute 
of limitations in connection with federal tax matters. But no one would 
seriously contend that the statute of limitations should be available for 
offensive rather than defensive purposes. Furthermore, neither sections 
734 nor 3801 compel the party maintaining the inconsistent position to 
pay more than he would have had to pay in the first instance. Except 
to the extent that the interest added under section 734 may exceed the 
rate of return on the use of money in the meantime, the parties lose 
nothing. 

Section 322(b)(5). Many a taxpayer was rudely awakened to dis- 
cover that he had no remedy in those situations in which he erroneously 
deducted a bad debt or a loss from worthlessness of a security and then 
discovered that the deduction should have been claimed in a year out- 
lawed by the period of limitations. An amendment to the Code by the 
Revenue Act of 1942°° created a special period of limitations in the 
case of claims for income tax refunds relating to an overpayment on 
account of the deductibility of bad debts or worthless securities. This 
section was added because it was believed advisable to exclude these 
cases from the operation of section 3801; otherwise the statute of limi- 
tations so far as the deductibility of bad debts and worthless security 
losses is concerned would have been emasculated.*°? What was feared 
was that a taxpayer who failed to take a deduction which was properly 
allowable in 1936 as to which year the period of limitations on refund 





®7 Sen. Rep. No. 1631, 77th Cong., 2d Sess. (1942) 211. 

98 For example, § 734, when operative, produces an increased or decreased excess 
profits tax liability, while § 3801 results only in a deficiency or refund of income tax. 
Furthermore, § 3801 covers only the stated number of tax inconsistencies, while under 
§ 734 any error which produces an inconsistency is potentially within the scope of that 
provision. As demonstrated above, § 3801 affects taxable years beginning after Decem- 
ber 31, 1931, while § 734 may involve computations for taxable years as far back as 1913. 

99 § 322(b) (5). This section also extends the period for claiming refund of over- 
payments attributable to the deductibility of (a) the carry-over of a capital loss, and 
(b) the carry-over or carry-back of a net operating loss if these deductions are affected 
by the deductibility of wholly worthless debts or worthless securities. 

100 Maguire, Surrey and Traynor, § 820 of the Revenue Act of 1938 (1939) 48 YALE 


L. J. 509 at p. 758. 
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claims had expired, could claim that deduction in his return for 1944 or 
1945 or any other year, or claim a refund for those years, force the 
Commissioner to take a position inconsistent with the omission of the 
deduction in 1936, and then, after the Commissioner had won the case, 
claim an adjustment for the year 1936.*** 

Patently, relief accorded by merely extending the period of limitations 
is not completely adequate. Even within the extended period, it does 
not help the taxpayer if the loss year is closed for some reason other 
than limitation, as in the case of res judicata. 

Section 3807. The taxes imposed by chapters 1 and 2 of the Code are 
based on income. The same items of income may enter into the com- 
putations of the amount of income which is: subject to these several 
taxes. Some of these taxes are also related in the sense that one tax 
may be a deduction in computing the income which is subject to one 
of the other taxes, or the amount of income subject to one of such 
taxes may be a credit against net income for purposes of one or more of 
such taxes. A change in one tax may produce results in the second 
tax in many ways. For example, a determination that a corporation 
is liable for one of the taxes may result in exemption from another, or 
vice versa. Thus, a determination that a corporation is liable for a 
personal holding company tax will result in exemption from the excess 
profits tax. Since each of these taxes has its own period of limitations 
for assessment and for allowing a refund of any overpayment, a tax- 
payer might be precluded from recovery of an erroneous overpayment by 
operation of the bar of the statutory period. Section 3807, added to the 
Code by the Revenue Act of 1943, in effect provides that if as a result 
of a determination in respect of a tax imposed by these two chapters 
of the Code a deficiency is assessed, or an overassessment is allowed, 
within the period of limitation properly applicable thereto, certain adjust- 
ments may be made for the same taxable year in any other tax imposed 


101 This is aptly illustrated in the decision of the District Court in Longyear Realty 
Corp. v. Kavanagh, 60 F. Supp, 233, 235 (E.D. Mich. 1945) where, in referring to § 3801, 
the Court stated: “But, the amendments indicate to me a Congressional recognition 
that difficulties arising from determining date of deductibility of these types of losses 
impelled Congress to provide a longer period for claiming adjustment thereof. Such a 
statutory extension would have been unnecessary if Congress recognized as tenable 
plaintiff’s position here, namely, that in any year that a taxpayer decides to claim a stock 
loss, if it be determined that the loss should have been claimed in an earlier year, no 
matter how distant, the taxpayer can claim the right of adjustment on the theory of 
equitable recoupment against taxes owing on income for the year he has made his 
first claim of deductibility, thus avoiding the general limitation period for claiming 
refund. ...” 
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by these two chapters.*°? What section 3807 does is to apply the doctrine 
of Lewis v. Reynolds in a limited fashion to all taxes under chapters 1 
and 2 of the Code. Thus, if for the taxable year 1944 the taxpayer should 
be allowed a refund of income tax based upon the determination that 
too small an amount had been deducted for depreciation, the changes 
which could be made in the excess profits tax under the provisions of 
this section would include not only the amount which should be properly 
deducted as depreciation in computing excess profits net income, but also 
other items such as the amount of any deduction, credit, allowance or 
adjustment which is limited, directly or indirectly, to or by the amount 
of net income to be used in computing excess profits net income. 


CONCLUSION 


Neither taxpayer nor Commissioner should have a property right in 
the bar of the statute of limitations. Wholesome as it is, the principle 
of repose should not assume doctrinal apostolic heights. At various 
points in the discussion situations have been pointed out in which the 
practices now prevailing are, at best, debatable. Occasionally proposals 
for improvement of law or administration have been offered. All this 
has been submitted with the hope that further experience and study 
may produce the requisite clarity of judicial and legislative vision. Our 
tax laws are highly complex. Much of the complexity in the statute 
is probably unavoidable if we are to have a statute which is fair.’®* 
But that complexity need not involve the inequities disclosed herein. 


102 These taxes include the income tax, the personal holding company tax, the tax 
on shareholders of personal service corporations, the declared-value excess profits tax, 


and the excess profits tax. 
103 Griswold (1944) The Need For A Court of Tax Appeals, 57 Harv. L. Rev. 


1153, 1192. 














Fiscal Policy and the Taxation of Business 
BEARDSLEY RUML 


5 superior position of public government over private business is 
nowhere more clearly evident than in government's power to tax busi- 
ness. Business, which is a form of private government, gets its many 
rule-making powers from public government. Public government sets 
the limits to the exercise of these rule-making powers of business, and 
protects the freedom of business operations within this area of author- 
ity. Taxation is one of the limitations placed by government on the 
power of business to do what it pleases. 

If we are to understand the problems involved in the taxation of 
business, we must first ask the underlying question, “Why does the 
government need to tax at all?’ This seems to be a simple question, but, 
as is the case with simple questions, the obvious answer is likely to be 
a superficial one. The obvious answer is, of course, that taxes provide 
the revenue which the government needs in order to pay its bills. How- 
ever, if we look at the financial history of recent years it is apparent that 
nations have been able to pay their bills even though their tax revenues 
fell far short of expenses. These countries whose expenses were greater 
than their receipts‘ from taxes paid their bills by borrowing the neces- 
sary money. The borrowing of money, therefore, is an alternative 
which governments use to supplement the revenues from taxation in 
order to obtain the necessary means for the payment of their bills. 

A government which depends on loans and on the refunding of its 
loans to get the money it requires for its operations is necessarily de- 
pendent on the sources from which the money can be obtained. In the 
past, if a government persisted in borrowing heavily to cover its expendi- 
tures, interest rates would get higher and higher, and greater and greater 
inducements. would have to be offered by the government to the lenders. 
These governments finally found that the only way they could maintain 
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both their sovereign independence and their solvency was to tax heavily 
enough to meet a substantial part of their financial needs, and to be pre 
pared—if placed under undue pressure—to tax to meet them all. 

The necessity for a government to tax in order to maintain both its 
independence and its solvency is true for state and local governments, 
but it is no longer true for a national government. Two changes of the 
greatest consequence have occurred in the last twenty-five years which 
have substantially altered the position of the national state with respect 
to the financing of its current requirements. The first of these changes 
is the gaining of vast new experience in the management of central 
banks. The second change is the elimination, for domestic purposes, of 
the convertibility of the currency into gold. 

Final freedom from the domestic money market exists for every sov- 
ereign national state where there is an institution which functions in the 
manner of a modern central bank, and whose currency is not convertible 
into gold or into some other commodity. 

The United States is a national state which has a central banking 
system, the Federal Reserve System, and whose currency, for domestic 
purposes, is not convertible into any commodity. It follows that our 
federal government has final freedom from the money market in meet- 
ing its financial requirements. Accordingly, the inevitable social and 
economic consequences of any and all taxes, rather than the mere raising 
of revenue, have now become the prime consideration in the imposition 
of taxes. In general, it may be said that since all taxes have consequences 
of a social and economic character, the government should look primarily 
to these consequences in formulating its:tax policy. All federal taxes 
must meet the test of public policy and practical effect. The public pur- 
pose which is served should never be obscured in a tax program under 
the mask of raising revenue. 

Federal taxes can be made to serve four principal purposes of a social 
and economic character. These purposes are: 


1. As an instrument of fiscal policy, to help stabilize the purchasing power 


of the dollar. 
2. To express public policy in the distribution of wealth and of income, 


as in the case of the progressive income and estate taxes. 
3. To express public policy in subsidizing or in penalizing various in- 


dustries and economic groups. 
4. To isolate and assess directly the costs of certain national benefits, such 


as highways and social security. 
In the recent past, we have used our federal tax program consciously 


for each of these purposes. In serving these purposes, the tax program 
is a means to an end. The purposes themselves are matters of basic 
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national policy which should be established, in the first instance, inde- 
pendently of any national tax program. 

Among the policy questions with which we have to deal are these: Do 
we want a dollar with reasonably stable purchasing power over the years? 
Do we want greater equality of wealth and of income than would result 
from economic forces working alone? Do we want to subsidize certain 
industries and certain economic groups? Do we want the beneficiaries 
of certain federal activities to be aware of what they cost? These ques- 
tions are not tax questions; they are questions as to the kind of country 
we want and the kind of life we want to lead. The tax program should 
be a means to an agreed end; it should be devised as an instrument, and 
it should be judged by how well it serves its purposes. 

By all odds, the most important single purpose to be served by the 
imposition of federal taxes is the maintenance of a dollar which has 
stable purchasing power over the years. Sometimes this purpose is 
stated as “the avoidance of inflation’; and without the use of federal 
taxation all other means of stabilization, such as monetary policy and 
price controls and subsidies, are unavailing. All other means, in any 
case, must be integrated with federal tax policy if we are to have 
tomorrow a dollar which has a value near to what it has today. 

The war has taught the government, and the government has taught 
the people, that federal taxation has much to do with inflation and 
deflation, with the prices which have to be paid for the things that are 
bought and sold. If federal taxes are insufficient or of the wrong kind, 
the purchasing power in the hands of the public is likely to be greater 
than the output of goods and services with which this purchasing demand 
can be satisfied. If the demand becomes too great, the result will be 
a rise in prices, and there will be no proportionate increase in the quan- 
tity of things for sale. This will mean that the dollar is worth less than 
it was before—that is inflation. On the other hand, if federal taxes are 
too heavy or are of the wrong kind, effective purchasing power in the 
hands of the public will be insufficient to take from the producers of 
goods and services all the things these producers would like to make. 
This will mean wide-spread unemployment. 

The dollars the government spends become purchasing power in the 
hands of the people who have received it. The dollars the government 
takes by taxes cannot be spent by the people, and, therefore, these dollars 
can no longer be used to acquire the things which are available for sale. 
Taxation is, therefore, an instrument of the first importance in the 
administration of any fiscal and monetary policy. 
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The second principal purpose of federal taxes is to attain more equality 
of wealth and of income than would result from economic forces work- 
ing alone. The taxes which are effective for this purpose are the pro- 
gressive individual income tax, the progressive estate tax, and the gift 
tax. What these taxes should be depends on public policy with respect 
to the distribution of wealth and of income. It is important, here, to 
note that the estate and gift taxes have little or no significance, as tax 
measures, for stabilizing the value of the dollar. Their purpose is the 
social purpose of preventing what otherwise would be high concentration 
of wealth and income at a few points, as a result of investment and 
reinvestment of income not expended in meeting day-to-day consumption 
requirements. These taxes should be defended and attacked in terms 
of their effects on the character of American life, not as revenue measures. 

The third reason for federal taxes is to provide a subsidy for some 
industrial or economic interest. The most conspicuous example of these 
taxes is the tariffs on imports. Originally, taxes of this type were im- 
posed to serve a double purpose since, a century and a half ago, the 
national government required revenues in order to pay its bills. Today, 
tariffs on imports are no longer needed for revenue. These taxes are 
nothing more than devices to provide subsidies to selected industries ; 
their economic purpose is to provide a price floor above which a domestic 
industry can compete with goods which can be produced abroad and sold 
in this country more cheaply except for the tariff protection. The sub- 
sidy is paid, not at the port of entry where the imported goods are taxed, 
but in the higher price level for all goods af the same type produced and 
sold at home. 

The fourth purpose served by federal taxes is to assess, directly and 
visibly, the costs of certain benefits. Such taxation is highly desirable 
in order to limit such benefits to amounts which the people who benefit 
are willing to pay. The most conspicuous examples of such measures 
are the social security benefits, old-age and unemployment insurance. The 
social purposes of giving such benefits and of assessing specific taxes 
to meet the costs are obvious. Unfortunately and unnecessarily, in both 
cases, the programs have involved staggering deflationary consequences 
as a result of the excess of current receipts over current disbursements. 
These programs must be corrected so that the stability of the dollar will 
not be impaired by the financial consequences of excessive social security 
receipts or disbursements. 

The federal tax on corporation profits is the tax which is most impor- 
tant in its effect on business operations. There are other taxes which 
are of great concern to special classes of business. There are many prob- 
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lems of state and local taxation of business which become extremely 
urgent, particularly when a corporation has no profits at all. However, 
we shall confine this discussion to the federal corporation income tax, 
since it is in this way that business is principally taxed. We shall also 
confine our considerations to the problems of ordinary peacetime taxation 
since, during wartime, many tax measures, such as the excess profits tax, 
have a special justification. 

Taxes on corporation profits have three principal consequences—all of 
them bad. Briefly, the three bad effects of the corporation income tax 
are: 


1. The money which is taken from the corporation in taxes must come 
in one of three ways. It must come from the people, in the higher prices they 
pay for the things they buy; from the corporation’s own employees, in wages 
that are lower than they otherwise would be; or from the corporation’s 
stockholders, in lower rate of return on their investment. No matter from 
which source it comes, or in what proportion, this tax is harmful to pro- 
duction, to purchasing power, and to investment. 

2. The tax on corporation profits is a distorting factor in managerial judg- 
ment, a factor which is prejudicial to clear engineering and economic analysis 
of what will be best for the production and distribution of things for use. 
And, the larger the tax, the greater the distortion. 

3. The corporation income tax is the cause of double taxation. The indi- 
vidual taxpayer is taxed once when his profit is earned by the corporation, 
and once again when he receives the profit as a dividend. This double 
taxation makes it more difficult to get people to invest their savings in busi- 
ness than if the profits of business were only taxed once. [Furthermore, 
stockholders with small incomes bear as heavy a burden under the corporation 
income tax as do stockholders with large incomes. 


Let us examine these three bad effects of the tax on corporation 
profits more closely. The first effect is that the corporation income tax 
results in either higher prices, lower wages, reduced return on investment, 
or all three in combination. When the corporation income tax was first 
imposed it may have been believed by some that. an impersonal levy 
could be placed on the profits of a soulless corporation, a levy which 
would be neither a sales tax, a tax on wages, or a double tax on the stock- 
holder. Obviously, this is impossible in any real sense. A corporation 
is nothing but a method of doing business which is embodied in words 
inscribed on a piece of paper. The tax must be paid by one or more of 
the people who are parties in interest in the business, either as customer, 
as employee, or as stockholder. 

It is impossible to know exactly who pays how much of the tax on 
corporation profits. The stockholder pays some of it, to the extent that 
the return on his investment is less than it would be if there were no 
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tax. But, it is equally certain that the stockholder does not pay all of 
the tax on corporate income— indeed, he may pay very little of it. After 
a period of time, the corporation income tax is figured as one of the 
costs of production and it gets passed on in higher prices charged for 
the company’s goods and services, and in lower wages, including con- 
ditions of work which are inferior to what they otherwise might be. 

The reasons why the corporation income tax is passed on, in some 
measure, must be clearly understood. In the operations of a company, 
the management of the business, directed by the profit motive, keeps its 
eyes on what is left over as profit for the stockholders. Since the 
corporation must pay its federal income taxes before it can pay divi- 
dends, the taxes are thought of—the same as any other uncontrollable 
expense—as an outlay to be covered by higher prices or lower costs, 
of which the principal cost is wages. Since all competition in the same 
line of business is thinking the same way, prices and costs will tend to 
stabilize at a point which will produce a profit, after taxes, sufficient 
to give the industry access to new capital at a reasonable price. When 
this finally happens, as it must if the industry is to hold its own, the 
federal income tax on corporations will have been largely absorbed in 
higher prices and in lower wages. The effect of the corporation income 
tax is, therefore, to raise prices blindly and to lower wages by an 
undeterminable amount. Both tendencies are in the wrong direction and 
are harmful to the public welfare. 

Suppose the corporation income tax were removed, where would the 
money go that is now paid in taxes? That depends. If the industry 
is highly competitive, as is the case with retailing, a large share would 
go in lower prices, and a smaller share would go in higher wages and in 
higher yield on savings invested in the industry. If labor in the industry 
is strongly organized, as in the railroad, steel, and automotive industries, 
the share going in higher wages would tend to increase. If the industry 
is neither competitive nor organized nor regulated—of which industries 
there are very few—a large share would go to the stockholders, Insofar 
as the elimination of the present corporation income tax would result in 
lower prices, it would raise the standard of living for everyone. 

The second bad effect of the corporation income tax is that it is a 
distorting factor in management judgment, entering into every decision, 
and causing actions to be taken which would not have been taken on 
business grounds alone. The tax consequences of every important com- 
mitment have to be appraised. Sometimes, some action which ought to 
be taken cannot be taken because the tax results make the transaction 
valueless, or worse. Sometimes, apparently senseless actions are fully 
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warranted because of tax benefits. This tax thinking tends to destroy 
the integrity of business judgment, and to set up a business structure 
and tradition which does not hang together in terms of the compulsions 
of inner economic or engineering efficiency. 

The most conspicuous illustration of the bad effect of tax consideration 
on business judgment is seen in the preferred position that debt financing 
has over equity financing. This preferred position is due to the fact 
that interest and rents, paid on capital used in a business, are deductible 
as expenses; whereas dividends paid are not. The results weigh the 
scales always in favor of debt financing, since no income tax is paid on 
the deductible costs of this form of capital. This tendency goes on, 
although it is universally agreed that business and the country generally 
would be in a stronger position if a much larger proportion of all invest- 
ment were in common stocks and equities, and a smaller proportion in 
mortgages and bonds. 

It must be conceded that, in many cases, a high corporation income 
tax induces management to make expenditures which prudent business 
judgment would avoid. This is particularly true if a long-term benefit 
may result, a benefit which cannot or need not be capitalized. The long- 
term expense is shared involuntarily by government with business, and, 
under these circumstances, a long chance is often well worth taking. 
Scientific research and institutional advertising are favorite vehicles for 
the use of these cheap dollars. Since these expenses reduce profits, they 
reduce taxes at the same time; and the cost to the business is only the 
margin of the expenditure that would have remained after the taxes had 
been paid—the government pays the rest. Admitting that a certain 
amount of venturesome expenditure does result from this tax induce- 
ment, it is an unhealthy form of unregulated subsidy which, in the end, 
will soften the fibre of management and result in excess timidity when 
the risk must be carried by the business alone. 

The third unfortunate consequence of the corporation income tax 
is that the same earnings are taxed twice, once when they are earned 
and once when they are distributed. This double taxation causes the 
original profit margin to carry a tremendous burden of tax, making it 
difficult to justify equity investment in a new and growing business. 
It also works contrary to the principles of the progressive income tax, 
since the small stockholder, with a small income, pays the same rate 
of corporation tax on his share of the earnings as does the stockholder 
whose income falls in the highest brackets. This defect of double tax- 
ation is serious, both as it affects equity in the total tax structure, and 
as a handicap to the investment of savings in business. 
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Any one of these three bad effects of the corporation income tax 
would be enough to put it severely on the defensive. The three effects, 
taken together, make an overwhelming case against this tax. The cor- 
poration income tax is an evil tax and should be abolished. 

The corporation income tax cannot, of course, be abolished until some 
method is found to keep the corporate form from being used as a means 
of accumulating unneeded, uninvested surpluses and as a refuge from 
the individual income tax. Some way must be devised whereby the 
corporation earnings, which inure to the individual stockholders, are 
adequately taxed as income of these individuals. 

The weaknesses and dangers of the corporation income tax have 
been known for years, and an ill-fated attempt to abolish it was made 
in 1936 in connection with the undistributed profits tax as proposed in 
the 1936 Revenue Bill as passed by the House. This tax, as it was 
finally enacted by Congress, had four weaknesses which soon drove it 
from the books: First, the income tax on corporations was not elimi- 
nated in the final legislation, but the undistributed profits tax was added 
on top of it. Second, it was never made absolutely clear, by regulation 
or by statute, just what form of distributed capitalization of withheld 
and reinvested earnings would be taxable to the stockholders and not 
to the corporation. Third, the Securities and Exchange Commission did 
not set forth special and simple regulations covering securities issued to 
capitalize withheld earnings. fourth, the earnings of a corporation 
were frozen to a particular fiscal year, with none of the flexibility of 
the carry-forward and carry-back provisions of the present law. 

Granted that the corporation income tax must go, it will not be 
easy to devise protective measures which will be entirely satisfactory. 
The difficulties are not merely difficulties of technique and of avoiding 
the pitfalls of a perfect solution impossible to administer, but are ques- 
tions of principle that raise issues as to the proper locus of power over 
new capital investment. 

In the report on fiscal and monetary policy which Mr. H. C. Sonne 
and I made to the Business Committee of the National Planning Asso- 
ciation, we suggested a 5% tax on corporate profits, which would 
represent the value of doing business in the corporate form; a 16% tax 
on undistributed profits; and a continuation, for the time being, of the 
present tax of 25% on long-term capital gains. Although such a pro- 
posal lacks complete logical justification, nevertheless, it has the advan- 
tage of simplicity. Assuming a continuance of the carry-back and carry- 
forward provisions, it was our opinion that a 16% tax on undistributed 


1 National Planning Association, Pamphlet No. 35, Fiscal and Monetary Policy. 
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profits would tend to cause corporations which have easy access to the 
capital markets to finance their capital requirements through those markets 
rather than to withhold earnings; and that a tax of 16% would not be 
an undue burden on corporations which, because they do not have easy 
access to the capital markets, need to accumulate a part of their earnings. 

The 16% tax on undistributed profits, and the 25% tax on capital 
gains, seemed to us to be a sufficient tax on the individual who realizes 
his profits from the operations of a corporation, not in income distributed 
to him as dividends, but in the sale of his securities at a price higher 
than his original investment. 

The question will of course be asked: Can the government afford to 
give up the corporation income tax? But this is not the real question. 
The question is: Is the corporation tax a favorable method of assessing 
taxes on the people—on the consumers, the workers and the investors— 
who are after all the only real taxpayers? It is clear from any point of 
view that the effects of the corporation income tax are bad effects. The 
public purposes to be served by taxation are not thereby well served. The 
tax is uncertain in its effect with respect to the stabilization of the 
dollar, and it is inequitable as part of a progressive levy on individual 
income. It tends to raise the prices of goods and services. It tends 
to keep wages lower than they otherwise might be. It reduces the yield 
on investment and obstructs the flow of savings into business enterprise. 
The elimination of the corporation income tax from the tax system will 
increase the effectiveness of our fiscal and monetary policies and, by 
broadening markets for goods and services, will strengthen business*for 
its task of producing goods, providing employment, and giving the 
people a place where their savings can be invested. 

If we have no sales tax, no corporation income tax, and eliminate most 
of the excises, will we not have to put an intolerable burden on the indi- 
vidual income tax? The answer is “no.” Under the tax policy which we 
have suggested, the individual income tax can be reduced by an aggregate 
of 30% and still we can balance ar 18 billion dollar budget at high em- 
ployment. A 30% cut from the present income tax is a substantial reduc- 
tion. But there are some people who want more. They feel that a 66% 
top rate is too high and that a $500 exemption for dependents is too low. 
They would use the invisible and widespread burden of the corporation 
income tax on the standard of living to enable them to give alternatively 
visible and specific benefits in higher exemptions for dependents and lower 
surtax rates, benefits that will not .increase the purchasing power of the 
poor except perhaps at second or third hand. 
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Personally I agree that for the long pull and in an orderly world, the 
high bracket rate of 66% is too high and the $500 exemption is too low. 
But we are not yet in an orderly world. Provision of five billion dollars in 
a peacetime budget for armament is a symptom of this disorder. When 
peace is at last organized, and this item can be cut in half, then we can 
reduce rates and increase exemptions in the individual income tax to 
reasonable levels that we might be willing to live with. 

For the present, I think we should be satisfied with a 30% cut in the 
individual income tax. We should avoid the use of indirect regressive 
taxation, although it can probably be made politically acceptable. In this 
program, business and labor have a common interest because of their com- 
mon interest in the achievement and maintenance of a high level of em- 


ployment. 
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Notes 


Corporation and Stockholder—Dividends in Kind. When two distilling 
corporations made stock exchange history by the declaration of “whiskey 
dividends,” they focused attention upon one of the most perplexing prob- 
lems in the income tax law. The courts have given sporadic attention to 
property dividends for a considerable time, but with little progress in cor- 
relating the various aspects of the problem. It may be assumed that the 
subject will be developed by litigation in the near future, and that some 
measure of integration will be ultimately achieved. 


DEFLECTION OF CORPORATE GAIN 


The first set of problems involves the tax of the corporation which distri- 
butes the dividend. In the usual case, the property is worth more than its 
cost to the corporation. Does the corporation have to report this increment 
as taxable income? There are two subdivisions of this problem. Does the 
corporation realize income merely by reason of the distribution? If the 
corporation does not realize income at that point, and if the property is 
subsequently sold by the stockholders, may the corporation be taxed upon a 
“constructive receipt” of that selling price? 

The first issue would appear to have been settled by a Supreme Court 
decision, which held that the corporation realizes no income because the 
payment of a dividend is not a “sale or other disposition” of property within 
the meaning of the statute.’ Nevertheless, the Bureau has refused to accept 
that decision as conclusive. Its present position is that the distribution con- 
stitutes a discharge of the corporation’s inchoate obligation to distribute 
dividends to its stockholders, and that any increment in value is taxable 
income by analogy to the “cancellation of indebtedness” rule.? This ap- 
proach is not merely a tenuous circumvention of the Supreme Court rule, but 


1 General Utilities and Operating Co. v. Helvering, 296 U.S. 200 (1935) ; First Savings 
Bank of Ogden v. Burnet, 53 F. (2d) 919 (Ct. Ap. D.C., 1931). The relevant statute, 
presently § 22(f) of the Code, states, “In the case of a sale or other disposition of prop- 
erty, the gain or loss shall be computed as provided in section 111.” The latter section 
provides in general that the gain from such a disposition is the excess of the amount 
realized therefrom over the adjusted basis of the property. The courts have distinguished 
the case where the declaration creates a debt of a specific sum of money which is dis- 
charged in property; any difference between the amount of the debt and the basis of 
the property is taxable gain or loss to the corporation. Callanan Road Improvement Co., 
12 B.T.A. 1109 (1928) ; Bacon-McMillan Veneer Co., 20 B.T.A. 556 (1930) ; cf. Parkers- 
burg Iron & Steel Co., 17 B.T.A. 74 (1929), aff'd. 48 F. (2d) 163 (C.C.A. 4th, 1931). 

2 See United States v. Kirby Lumber Co., 204 U.S. 1 (1931); Helvering v. American 
Chicle Co., 291 U.S. 426 (1934); cf. Helvering v. American Denial Co., 318 U.S. 322 
(1943). 
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is a convenient method of taxing gain without admitting the realization of 
loss where property is distributed at a value lower than its basis to the 
corporation. The Tax Court, not honoring this argument with a published 
decision, has rejected the analogy in a memorandum opinion.* 

As a matter of fact, the issue does deserve reexamination, and should be 
decided on the basic question of how far the corporation should be recog- 
nized as a taxable entity. The fundamental question is whether the corpora- 
tion must at some time be taxed upon any increment in value accruing to 
property in its possession. If so, then obviously the tax can not be postponed 
beyond the time when that property is distributed to the stockholders. In 
some manner, that distribution must be characterized as a “taxable event.” 
The premise, however, seems fallacious. It is not the purpose of this note to 
argue the broad question of “double taxation” of corporation and stock- 
holder. It may be assumed that it is perfectly proper to impose a double tax 
whenever the artificial entity of a corporation is used to realize income. But, 
that assumption does not extend to the case where the corporation is merely 
the receptacle for property which is increasing in value. Unless that value is 
realized by a corporate disposition outside the corporation-stockholder rela- 
tionship, there seems no economic justification for imposing corporate tax. 

The second subdivision of the problem is more difficult, largely because it 
involves the element of “tax avoidance.” Is the nontaxability of the distri- 
bution affected by the fact that the distribution was made in anticipation of a 
sale of the distributed property by the stockholders? This problem more 
frequently arises where the property has been distributed in complete liquida- 
tion of the corporation, but the tests would seem to be the same. In the earlier 
cases, the test generally adopted was whether the stockholders could be con- 
sidered “agents” or “trustees” of the corporation to complete the sale.* The 
leading case is now Commissioner v. Court Holding Co.° There, the corpora- 
tion had entered into an unenforceable oral contract to sell its real estate. 
Solely for the purpose of avoiding the corporate tax, the corporation repudi- 
ated the contract and distributed the property in liquidation. The stock- 
holders thereupon sold the property to the same purchaser under an identical! 


3 Herbert G. Hanan, T.C. Memo. Dock. 1539, CCH Dec. 14,034 (1944). 

* Liquidation cases: Taylor Oil & Gas Co. v. Commissioner, 47 F. (2d) 108 (C.C.A. 
5th, 1931), cert. den. 283 U.S. 862 (1931); Burnet v. Lexington Ice & Coal Co., 62 F. 
(2d) 906 (C.C.A. 4th, 1933) ; Hellebush v. Comm’r., 65 F. (2d) 902 (C.C.A. 6th, 1933) ; 
Tazewell Electric Light and Power Co. v. Strother, 84 F. (2d) 327 (C.C.A. 4th, 1936) ; 
Trippett v. Commissioner, 118 F. (2d) 764 (C.C.A. 5th, 1941), aff’g. 41 B.T.A. 1254 
(1940), cert. den. 314 U.S. 644 (1941) ; Chilhowee Mills, Inc., 4 T.C. 558 (1944) ; cf. 
Chisholm v. Commissioner, 79 F. (2d) 14 (C.C.A. 2d, 1935), cert. den. 296 U.S. 641 
(1935) ; Falcon Co., 41 B.T.A. 1128 (1940), aff'd. 127 F. (2d) 277 (C.C.A. 5th, 1942). 
Current dividend cases: MacQueen v. Commissioner, 67 F. (2d) 857 (C.C.A, 3d, 1933) ; 
Helvering v. General Utilities & Operating Co., 74 F. (2d) 972 (C.C.A. 4th, 1935), rev'd. 
on procedural grounds, 296 U.S. 200 (1935); Nace Realty Co., 28 B.T.A. 467 (1933) ; 
Blue Line Holding Co., 33 B.T.A. 694 (1935). 

5 324 U.S. 331 (1945), rev’g. 143 F. (2d) 823 (C.C.A. Sth, 1944), rev’g. 2 T.C. 531 
(1943). 
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contract. The Tax Court held that the corporation was taxable. The Circuit 
Court held that the gain was not attributable to the corporation, because the 
corporation had “called off” the sale; a dissent argued that the Tax Court’s 
decision should be sustained on the finding that the stockholders were merely 
carrying out the “morally binding” contract of the corporation. In sustaining 
the tax, the Supreme Court apparently went further than the Circuit Court 
dissent. It said, “ ... the transaction must be reviewed as a whole, and 
each step, from the commencement of negotiations to the consummation of 
the sale, is relevant.” The Tax Court’s finding of “fact” was therefore upheld 
under the Dobson rule.** This emphasis upon “negotiations” would seem to 
permit corporate tax even when the corporation has gone only part of the 
way in arranging a sale before its liquidation. 

The purpose of the Supreme Court’s decision was to prevent tax avoid- 
ance: “To permit the true nature of a transaction to be disguised by mere 
formalisms, which exist solely to alter tax liabilities, would seriously impair 
the effective administration of the tax policies of Congress.” The court did 
not mention, however, that the tax sought to be avoided was part of the 
double tax which the court was imposing. The argument, implicitly rejected 
by the court, may well be made that this double tax should not be imposed 
where the corporate entity is not required to consummate the taxable trans- 
action. The “tax policy of Congress,” as previously interpreted by the 
Supreme Court, is not to tax a corporation merely because it has been the 
medium for the appreciation of asset values. Is it true “tax avoidance” to 
postpone the realization of that income until after the corporation has ceased 
to exist? As a practical matter, moreover, the decision opens to question 
every sale made by a stockholder after liquidation, if there is a suspicion that 
“negotiations” preceded the liquidation. 

The strength of the “tax avoidance” factor is illustrated by a decision 
which shortly preceded the Court Holding Co. case. In Meurer Steel Barrel 
Co. v. Commissioner,® selling negotiations were begun while the corporation 
was in existence, but the intention from the beginning was clearly to sell the 
prospective interest of the stockholders in the property after liquidation. The 
Third Circuit sustained the tax upon the finding that “the end in view” was 
the avoidance of corporate tax; it held that an intermediate partnership 
formed by the stockholders was “merely an ingenious method adopted for the 
sale of the corporate assets,” and characterized the arrangement as “perhaps 
too elaborate” and as a “shrewd, preconceived plan.” This case is not the 
first in which a court has indicated a distaste for tax sophistication, but 
seldom has a decision turned so squarely upon that element alone. 

The Tax Court has been somewhat less emotional in its approach. Its most 
recent decision seems to draw the line somewhere between the facts and the 
opinion in the Court Holding Co. case. The taxpayer corporation owned a 
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5a Dobson v. Comm’r., 320 U.S. 489 (1943). 
6 144 F. (2d) 282 (C.C.A. 3d, 1944), cert. den. — U.S. — (1945). 
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steamship which was salable at a profit. Its sole stockholder was another 
corporation which had losses sufficient to absorb that profit. Therefore, 
before any steps were taken to sell the ship, it was agreed that the taxpayer 
would be first liquidated. In the interim, a representative of the parent 
solicited offers, and obtained one which was ultimately accepted with only 
minor variations. The buyer was informed, however, that the offer could not 
be accepted until the parent had acquired the ship, and no contract was 
executed until after that time. With three dissents, the Tax Court found that 
the contract was in effect made while the corporation still owned the ship, and 
that the parent was acting as a mere conduit in the transaction. It held, 
therefore, that the corporation was taxable upon the gain.” 

It is obviously impossible at this time to predict a precise rule which would 
apply to the limitless combinations of fact that may be present in a given case. 
The two factors which seem most important are (1) whether the negotiations 
were begun on behalf of the corporation or on behalf of the stockholders, and 
(2) the extent to which the negotiations had proceeded before the acquisition 
of the property by the stockholders. The one factor which should be com- 
pletely irrelevant is the tax consciousness of the parties. 


DIVIDEND v. CAPITAL RETURN 


The second set of problems involves the treatment of the distribution in the 
hands of the stockholder. Compared to this, the corporation’s own tax prob- 
lems seem simple. The fundamental question is whether the entire value of 
the property is distributed out of the corporation’s “earnings or profits,” and 
is consequently taxable as an ordinary dividend.® 

Unquestionably a mere increase or decrease in the value of property re- 
tained by the corporation has no effect upon the corporation’s earnings or 
profits. The difficulty arises when that property itself is distributed to the 
stockholders. The statute provides, “If the whole or any part of a dividend 
is paid to a shareholder in any medium other than money the property re- 
ceived other than money shall be included in gross income at its fair market 


7 Fairfield Steamship Corp., 5 T.C. 566 (1945). This decision is not easily recon- 
cilable with George T. Williams, 3 T.C. 1002 (1944), where the court refused to impose 
the corporate tax upon the following conjunction of facts: (1) the liquidation proceed- 
ings were inaugurated before the selling negotiations were begun; (2) the agreement 
to sell was made in the name of the stockholder; and (3) title was not transferred to 
the seller until after the stockholder had acquired title in the liquidation. 

8 “The term ‘dividend’ ... means any distribution made by a corporation to its share- 
holders, whether in money or in other property, (1) out of its earnings or profits ac- 
cumulated after February 28, 1913, or (2) out of the earnings or profits of the taxable 
year (computed as of the close of the taxable year without diminution by reason of any 
distributions made during the taxable year), without regard to the amount of the 
earnings and profits at the time the distribution was made. .. .” I.R.C. § 115(a). 

®See Reg. 111, Sec. 29.115-2; LaBelle Iron Works v. United States, 256 U.S. 
377 (1921) ; Elton Hoyt, 34 B.T.A. 1011 (1936) ; Saven Corp., 45 B.T.A. 343 (1941). 
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value at the time as of which it becomes income to the shareholder.” *° This 
statute, introduced in the 1936 Act without committee discussion, apparently 
assumes that a distribution of unrealized increment may, at least under some 
circumstances, represent a distribution “out of” the corporation’s earnings 
or profits. This assumption has been accepted by the courts, but evidently 
without adequate consideration of the accounting dilemmas which it entails. 

The most cited case on the subject is a rather muddled opinion by the 
Second Circuit involving a pre-1936 tax. It was there held that the distri- 
bution is out of earnings or profits if either (1) the distributed property was 
originally purchased by the corporation from its earnings or profits, or 
(2) the corporation has retained earnings or profits sufficient to cover the 
appreciation in value of the distributed property.’' The first test is so patently 
absurd that criticism seems futile.‘ The second test seems more plausible 
and has apparently been accepted by the Tax Court.** 

Nevertheless, the validity of even this second test is at least questionable. 
Let us consider the simple case of a corporation which began business with a 
capital of $3,000, consisting of $1,000 cash and $2,000 property. It now has 
$8,000 cash and the same property, but worth $7,000. Its earned surplus is 
therefore $7,000, and its unrealized increment is $5,000. It then distributes 
its $7,000 worth of property. If the entire $7,000 is treated as a distribution 
of earnings or profits, what are the corporation’s remaining earnings or 
profits? As noted in the first subdivision of this note, the $5,000 increment is 
not taxable income to the corporation. It would seem to follow that its earn- 
ings or profits are not thereby increased.** If that is so, and if the distribution 
effects a $7,000 reduction of earnings or profits, then the corporation will 
have no remaining earnings or profits, even though $5,000 of its remaining 


29 TRC. 3 1155). : 

11 Binzel vy. Comm’r., 75 F. (2d) 989 (C.C.A. 2d, 1935), cert. den. 296 U.S. 579 (1935). 

12 The rule has been expressly disapproved by the Tax Court. National Carbon Co., 
2 T.C. 57 (1943) ; Estate of John H. Acheson, T.C. Memo. Dock. 2712, C.C.H. Dec. 14,260 
(1944) ; but see J. E. Timberlake, 46 B.T.A. 1082 (1942), aff’d. 132 F. (2d) 259 (C.C.A. 
4th, 1942) ; Herbert G. Hanan, T.C. Memo. Dock. 1539, C.C.H. Dec. 14,034 (1944), app. 
dism’d. (C.C.A. 2d, C.C.A. 3d, Aug. 9, 1945); Henry S. McKee, B.T.A. Memo. Dock. 
112,400, C.C.H. Dec. 14,038 (1944), app. dism’d. (C.C.A. 9th, June 27, 1945). Nevertheless, 
it has been squarely followed by the Sixth Circuit. Comm’r. v. Wakefield, 139 F. (2d) 
280 (C.C.A. 6th, 1943); cf. Comm’r. v. Timken Estate, 141 F. (2d) 625 (C.C.A. 6th, 
1944). 

13 See Estate of H. H. Timken, 47 B.T.A. 494 (1942), aff'd. 141 F. (2d) 625 (C.C.A. 
6th, 1944) ; National Carbon Co., supra n. 12; Elizabeth S. Strake Trust, 1 T.C. 1131 
(1943) ; Corinne S. Koshland, B.T.A. Memo. Dock. 111302, C.C.H. Dec. 13,576 (1943) ; 
Carl A. Fisher, B.T.A. Memo. Dock. 108,652, C.C.H. Dec. 13,894 (1944). 

14 Herbert G. Hanan, supra n, 3; Charles R. McLean, T.C. Memo. Dock. 1241, C.C.H. 
Dec. 14,224 (1944); see United National Corp. v. Comm’r., 143 F. (2d) 580 (C.C.A. 
9th, 1944). It has been argued that earnings or profits should be increased by the un- 
realized increment, even though no taxable income has been realized. This argument 
was at least implicitly rejected in the Timken case, supra n. 12. It would seem that the 
rationale which precludes “income” recognition would be equally valid in precluding an 
“earnings” increase. 
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cash represents realized income.*® That $5,000, therefore, could be distri- 
buted thereafter as a capital distribution applicable against the basis of the 
stock in the hands of the stockholders. If there is a choice of timing, it 
would certainly seem more logical to treat the property increment as a capital 
distribution, and to tax the subsequent cash distribution as a dividend. More- 
over, such a treatment would accord with normal accounting procedure, and 
would obviate the double set of records which are required under the rule 
adopted by the courts. It is suggested, incidently, that this treatment would 
not necessarily be inconsistent with the statute, since the value to be “included 
in gross income” would be included as a capital distribution. It is important 
to note that the suggested treatment does not permit the increment in value 
to evaporate into nontaxability: it merely classifies that amount as applicable 
to the basis of the stock, rather than as an ordinary dividend.*? 

The obvious weakness of the cases on the subject has been the piecemeal 
judicial thinking. No subject in the tax law is more in need of an integrated 
pattern. Each rule must ultimately be reconciled with some other rule. There 
must be a correlation between one taxable year and the next, and between 
one taxable entity and another. Until the courts begin to plan each part in 
relation to the whole, there is little hope for either logic or practicality. 


BARGAIN PURCHASE BY STOCKHOLDERS 


The foregoing discussion has been limited to outright distributions of prop- 
erty. Similar problems exist, in a slightly more complex form, where the 
corporation sells its property at a bargain price to its stockholders. This, 
incidentally, is the very situation in the “whiskey dividend” cases. As in the 
case of outright distributions, there are problems for both the corporation and 
the stockholder. 

So far as the corporation is concerned, the question is whether the actual 
selling price may be ignored, and whether a gain may be computed by sub- 


15 See National Carbon Co., supra, n. 12. 

16 “Tf any distribution made by a corporation to iis shareholders is not out of increase 
in value of property accrued before March 1, 1913, and is not a dividend, then the 
amount of such distribution shall be applied against and reduce the adjusted basis of 
the stock provided in section 113, and if in excess of such basis, such excess shall be 
taxable in the same manner as a gain from the sale or exchange of property. .. .” I.R.C. 
§ 115(d). 

17 The only recognition of this rule—in fact, the only satisfactory judicial analysis 
of the accounting problems involved—appears in an opinion by Judge Disney in Merrill 
Co., 4 T.C. 955 (1945). That case involved primarily the question of the amount of 
earnings available for subsequent distribution, where property is distributed at a time 
when its value is less than the cost basis to the corporation. The court held that earnings 
are reduced by the full cost of the property, not merely by the value at the time of 
distribution. A corollary, in the case of a distribution of appreciated property, should 
be the rule recommended above: irrespective of other earnings, the taxable dividend 
should be limited to the cost of the property, and earnings should be reduced only to 
the extent of such cost. Although not squarely presented for decision, it may be noted 
that the latter portion of this rule was accepted as correct in another aspect of the case. 
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sututing fair market value for the selling price. One court has held that this 
may be done,** but it is hard to see the justification. The fact remains that 
the corporation does not receive this fictional selling price, and that a gain is 
being created out of thin air. If there is gain here, it is not because of the sale 
as such ;’* it is because the sale has the effect of a distribution to stockholders. 
But, as has been stated above, a mere distribution has been held not to create 
corporate income. Of course, if the property is subsequently sold by the 
stockholder at the higher price, and if that sale can be “attributed” to the 
corporation, there is ground for taxing the corporation. This latter result may 
be based upon the “agency” concept, or it may be founded upon a construc- 
tive receipt of selling price where negotiations were begun by the corporation. 
In other words, the issue must be resolved under the Court Holding Co. 
case ;*° a mere bargain sale by itself should not create tax. 

The stockholder’s problems are more varied. It is settled that a bargain 
purchase from the corporation may be treated as a corporate distribution.”* 
The first questions are “when” and “how much.” The distribution by a 
corporation of a mere right to purchase its property at less than value does 
not create a dividend ; if there is any income to the stockholder, it is realized 
when the right is exercised.?* In the leading case of Palmer v. Commis- 
sioner,”® the corporation gave its stockholders the right to purchase stock 
which it owned in another corporation. The stockholder was held to have 
realized no income, either upon the receipt of the right or upon the exercise, 
even though the right had value at both times. The court emphasized the 
absence of an “intention” to distribute anything of value: since the price 
fixed for the stock was fair at the time the corporation adopted the plan, it 
was held immaterial that the right had value at the time of its issuance and at 
the time of its exercise. In Choate v. Commissioner,?* however, the Second 
Circuit ignored the value at the time of adoption of the plan. It held that the 
exercise of a right produces income measured by the “spread” between the 


18 Eastern Carbon Black Co. v. Brast, 104 F. (2d) 460 (C.C.A. 4th, 1939). 

19 Cf, Tennessee-Arkansas Gravel Co. v. Comm’r, 112 F. (2d) 508 (C.C.A. 6th, 1940) ; 
Koppers Co., 2 T.C. 152 (1943). 

20 Supra n. 5. 

21“Tf property is transferred by a corporation to a shareholder .. . for an amount 
substantially less than its fair market value, regardless of whether the transfer is in the 
guise of a sale or exchange, such shareholder . . . shall include in gross income the 
difference between the amount paid for the property and the amount of its fair market 
value to the extent that such difference is in the nature of ...a distribution of earnings 
or profits taxable as a dividend... .” Reg. 111, Sec. 29.22(a)-1. This regulation 
was approved in Timberlake v. Comm’r., 132 F. (2d) 259 (C.C.A. 4th, 1942), aff’g. 46 
B.T.A. 1082 (1942). It has been applied even where the sale was made to part of the 
stockholders in a family corporation. Elizabeth S. Strake Trust, 1 T.C. 1131 (1943) ; 
cf. Taplin v. Commissioner, 41 F. (2d) 454 (C.C.A. 6th, 1930). 

22 Choate v. Comm’r., 129 F. (2d) 684 (C.C.A. 2d, 1942), rev’g. 45 B.T.A. 574 (1941). 

23 302 U.S. 63 (1937). As to the contrasting treatment of purchase options granted 
to employees, see Smith v. Comm’r., 324 U.S. 177 (1945), reh. den. 324 U.S. — (1945) 
24 Supra n. 22. 
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exerciSe price and the market value, either at the time of issuance or at the 
time of exercise, whichever “spread” is less.” 

In addition to the questions of the timing and measure of income, there 
is the important problem of the nature of that income. It must be remembered 
that a distribution is not taxable as a dividend unless it is out of the corpora- 
tion’s earnings or profits. Where the value of the property is the same as its 
basis to the corporation, and where the selling price is less than that value, 
then the difference represents a dividend to the extent that earnings or profits 
exist at the time of the sale. Where, however, part or all of the value in 
excess of the selling price represents unrealized increment in the hands of the 
corporation, a dividend can not be predicated solely upon that increment. It 
has been held that the requisite earnings or profits may be found in earned 
surplus retained by the corporation.?® Following the questionable Binzel?" 
dictum, it has been indicated also that the property sold to the stockholders 
may be traced to an original acquisition by the corporation from its earnings 
or profits.2* As stated above, however, both of these grounds seem untenable. 
If the selling price is the same as the corporation’s cost, the value in excess 
of that price should not be a dividend unless such excess is first taxed as 
corporate income. If the excess is not corporate income, it should be treated 
merely as a capital return to the stockholder to be applied against the basis of 
his stock. In other words, there is here the same problem of integration as 
exists in the case of outright distribution. If the courts fail in this integration, 
the result can be only inconsistency and confusion. 


—MarkK H. Jounson. 


A DIssENT 


Mere appreciation of the value of property over its basis does not produce 
taxable income. Section 111(a) of the Code requires that there be a realiza- 
tion of the gain by a sale “or other disposition” of the property. Moreover, 
a corporation does not realize taxable gain upon a distribution of the ap- 
preciated property in partial or complete liquidation.’ I do not understand 
that the Commissioner has ever questioned these propositions. 

However, if a corporation distributes appreciated property to its share- 
holders as a non-liquidating dividend, it is arguable that taxable income is 


25 It may be noted that this “spread” is not necessarily equal to an open market value 
of the rights themselves. Choate v. Comm’r., supra, n. 22, on remand B.T.A. Memo. 
Dock. 102,064, CCH Dec. 12,842-A (1942). Where the taxpayer sells rights instead 
of exercising them, the selling price has been held taxable as ordinary income to the 
extent that dividend income would have been realized upon exercise; only the selling 
price in excess of such amount is taxable as capital gain. Gibson v. Comm’r., 133 F. 
(2d) 308 (C.C.A. 2d, 1943), aff’g. 44 B.T.A. 950 (1941). 

26 Elizabeth S. Strake Trust, 1 T.C. 1131 (1943). 

27 Supra n. 11. 

28 J. E. Timberlake, supra n. 12. 


1 Reg. 111, Sec. 29.22 (a)-20. 
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thereby realized by the corporation. In my opinion, the Supreme Court did 
not pass upon this question in the General Utilities case,” because the Govern- 
ment had not raised the issue either in the Board or in the Circuit Court of 
Appeals.* Furthermore, notwithstanding Mr. Johnson’s cavalier disposition 
of the matter, a substantial argument can be made in favor of increasing 
earnings and profits by the appreciated portion of the value of property given 
to shareholders in a non-liquidating distribution, and thus increasing the 
amount taxable as a dividend. This view would be tenable even though the 
corporation should be held not to have realized taxable income.‘ 

Even so, it is not the purpose of this brief dissent to attack the lower 
court decisions which support Mr. Johnson’s conclusions on the issues men- 
tioned above. Rather, my principal objection goes to the ground of his agree- 
ment with decisions like that of the Tax Court in the Timken case.’ His 
argument goes far beyond any contention advanced by the taxpayers in the 
recent cases. The point is important, therefore, even though the Commis- 
sioner should abandon his current position, because the adoption of Mr. 
Johnson’s rationale would determine the result in many cases where neither 
the distributing corporation’s taxable income, nor the amount of its earnings 
and profits is in dispute. The amount of a property distribution to be taxed as 
a dividend, says Mr. Johnson, must always be limited to the basis which the 
property had in the hands of the corporation, even though there are earnings 
and profits far in excess of the fair market value of the distributed property.® 
My basic trouble with Mr. Johnson’s position is that it ignores the applicable 
provisions of the statute. Moreover, I am not persuaded that it leads to desir- 
able results. 

Section 115(j) provides that in the case of a dividend in kind, the property 
“shall be included in gross income at its fair market value... ”. I do not 
believe the excess of fair market value over the basis of the property can be 
said to be “included in gross income,” when it is treated as a return of capital 
to the shareholder. For another reason, however, I agree with Mr. Johnson 
that section 115(j) alone does not dispose of the problem. Since its applica- 
tion is conditioned upon receipt of a “dividend” by the shareholder, the solu- 
tion must turn upon the definition of that term which is found in section 
115(a), supplemented by section 115(b). The-term “dividend” is defined to 
include a distribution out of post-1913 earnings or profits. Stress upon the 
requirement that the distribution be made “out of” earnings might conceiv- 
ably lead to the conclusion that the earnings must be specifically identified 

2 General Utilities & Operating Co. v. Helvering, 296 U.S. 200 (1935). 

3 See Darrell, Corporate Liquidations and the Federal Income Tax (1941), 89 U. or 
Pa. L. Rev. 907, 920. 

4 Kenan v. Comm’r, 114 F. (2d) 217 (C.C.A. 2d, 1940), which is discussed in 49 
YALE L. J. 964. 

5 47 B.T.A, 494 (1942), aff'd. 141 F. (2d) 625 (C.C.A. 6th, 1944). 

® It is somewhat disingenuous to say that this view “merely classifies the increment 
as a return of capital.” The effect will be either to convert ordinary income into capital 
gain or enable it to escape tax altogether. 
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with the assets distributed. If this were true, it would follow that the ap- 
preciated portion of the distributed property does not come “out of” earn- 
ings, unless that appreciation can be said to have been “realized” as gain by 
reason of the distribution itself. It seems obviously unsound to earmark 
specific assets in this manner and I do not understand Mr. Johnson to ad- 
vocate any such procedure. Moreover, the position which he does take seems 
entirely inconsistent with subsection (b) of the statute, which provides that 
“every distribution is made out of earnings or profits to the extent thereof 
...” (italics supplied). I understand this to mean that when a corporation 
distributes property to its shareholders, the only proper inquiry is whether 
there are earnings or profits in an amount equivalent to or in excess of the 
fair market value of the property. If such earnings exist, the full value is to 
be taxed as a dividend. 

The manner in which the corporation’s accountants treat the transaction 
on the company’s books should be irrelevant. Book surplus will rarely cor- 
respond with post-1913 earnings and profits. For example, a distribution out 
of pre-1913 earnings will reduce book surplus but does not affect the earn- 
ings or profits account for tax purposes. Similarly, an exempt stock dividend 
will convert book surplus to capital, while leaving accumulated post-1913 
earnings or profits intact for subsequent distribution.’ In the same way, the 
taxability as a dividend of a distribution in kind should not turn upon whether 
accountants find it expedient to adhere to the convention of carrying property 
on the books at cost.8 Where the distributed property has depreciated in 
value, the taxable dividend of course cannot exceed the value at the time of 
distribution. That being true, it seems to me particularly incongruous that 
the corporation’s earnings or profits should be reduced by the full cost of the 
property. Nevertheless the Tax Court so held in the Merrill case,® and Mr. 
Johnson rightly approves of Judge Disney’s opinion as supporting his basic 
contention. Oddly enough, the Tax Court had expressly rejected his argu- 
ment as applied to appreciated property in the National Carbon case.’ If 
the Tax Court adheres to the views expressed in the latter case, I am unable 
to see how the Merrill decision can be supported, except upon the ground that 
earnings or profits are increased or decreased upon a distribution of property 
the value of which differs from its basis. However, this ground was expressly 
rejected in the Timken case. 

—GERALD L. WALLACE. 


Estate Tax on Inter Vivos Trusts—Contingent Reversions not De- 
pendent upon Grantor’s Death. Section 811(c) of the Internal Revenue 
Code provides, “The value of the gross estate of the decedent shall be 


TLR.C. § 115 (h). 

8 Cf. Randall v. Bailey, 288 N.Y. 280 (1942). 
94 T.C. 955 (1945). 

102 T.C. 57 (1943). 
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determined by including the value at the time of his death of all property 

. . to the extent of any interest therein of which the decedent has at any 
time made a transfer, by trust or otherwise . . . intended to take effect in 
possession or enjoyment at or after his death... . ” 

It may be safely said that no other provision of the tax law has been so 
completely confused by judicial construction. From the very first, the Supreme 
Court has refused to apply this statute literally. It has consistently read the 
provision as applying to any interest which “takes effect at or after death” ; 
the phrase “in possession or enjoyment” has been just as consistently ignored. 
Thus, on the one hand, this part of the statute has been held not to compre- 
hend a remainder interest created by the decedent during his lifetime which 
takes effect after a life estate for the life of the decedent, whether the life 
beneficiary was the decedent or another.’ On the other hand, the statute 
has been held to apply to any interest reserved by the decedent which would 
have survived his death had he outlived the life beneficiary ; it is immaterial 
that the possession and enjoyment have continued uninterruptedly in the 
donee from the time of the gift.2 In both the Klein and Hallock cases, the 
tax was imposed because an interest passed upon death which might not have 
passed had the decedent lived longer. The decedent had a possible reversion 
in fee, not a mere life estate, so that his death was the generating source of 
the interest indefeasibly acquired by the survivor. There was not, however, 
any shifting of “possession or enjoyment” at the time of the death, since 
possession and enjoyment continued uninterruptedly in the donee from the 
time of the inter vivos transfer. 

Thus, we must start with the proposition that the test of the statute is 
whether the gift “takes effect’ at death, irrespective of any shift in pos- 
session or enjoyment.’ This note is concerned with the application of that 





1 Reinecke v. Northern Trust Co., 278 U.S. 339 (1929); May v. Heiner, 281 U.S. 238 
(193C) ; Burnet v. Northern Trust Co., 283 U.S. 782 (1931), aff’g. 41 F. (2d) 732 
(C.C.A. 7th, 1930); Morsman v. Burnet, 283 U.S. 783 (1931), rev’g. 44 F. (2d) 902 
(C.C.A. 8th, 1930) ; McCormick v. Burnet, 283 U.S. 784 (1931), rev’y. 43 F.-(2d) 277 
(C.C.A. 7th, 1930). This rule was changed, at least prospectively, by the Joint Resolu- 
tion of March 3, 1931. See Hassett v. Welch, 303 U.S. 303 (1938) ; cf. Fidelity-Phila- 
delphia Trust Co. v. Rothensies, 324 U.S. 108 (1945). On the very live question of 
whether May v. Heiner, supra, is still the law, see 2 Raskin & JOHNSON, FebDERAL IN- 
coME, Girt AND EstaTE TAXATION (1945 ed.) G2 § 4. 

2 Klein v. United States, 283 U.S. 231 (1931); Helvering v. Hallock, 309 U.S. 106 
(1940), overruling Helvering v. St. Louis Union Trust Co., 296 U.S. 39 (1935). 

3 It has been suggested that the tax in May v. Heiner should have been sustained 
under this provision, and that the Klein and Hallock cases should have been decided 
under § 811(a), which provides generally for the taxation of property “to the extent 
of the interest therein of the decedent at the time of his death.” This literal application 
of the statute would not only provide a niche for both types of case, but would afford 
a statutory ground for evaluating contingent reversions. In view of the hopeless 
muddle created by the recent Fidelity-Philadelphia decision, it is perhaps not too late 
to urge such a complete reexamination of the problem by the Supreme Court. See 2 
RaBKIn & JOHNSON, op. cit. supra, note 1, G2 § 4, G5 § 8. This paper assumes, however, 
that the court’s fundamental approach to the statute is too firmly embedded to permit 
the building of a sounder foundation at this time. 
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test to trusts in which the grantor has reserved a contingent reversionary 
interest—the so-called “possibility of reverter” cases. It is the thesis of this 
note, confessedly supported by little authority, that contingent reversions fall 
into two basic classifications.* In one class are reversions which depend upon 
the death or survival of the grantor. In the second class are reversions which 
are subject to other contingencies, but which take effect irrespective of the 
death: or survival of the ‘grantor. Until this distinction is recognized, no 
logical solution of the problem can be expected. 


REVERSIONS CONTINGENT Upon GrantTor’s Deatu 


The first class of contingent reversions is illustrated in the famous cases 
of Klein v. United States,° and Helvering v. Hallock.® In the Klein case, the 
grantor had a reversion after a life estate, but this reversion was subject to de- 
feat upon his failure to survive the life tenant. In the Hallock case, the grantor 
had a “possibility of reverter” upon his surviving the life tenant. In each 
case, the interest after the life estate was to pass to designated beneficiaries 
if the grantor failed to survive the life tenant. In each case, the grantor actu- 
ally predeceased the life tenant. The Supreme Court held in both cases that 
the grantor’s death effected the transmission of the estate, and that the prop- 
erty was subject to tax as an interest “intended to take effect in possession or 
enjoyment at or after his death” under Internal Revenue Code, section 
81l(c).? 

The difficult problem in this type of case is valuation. This question of 
valuation can not yet be considered definitely answered. In the typical con- 
tingent reversion case, the value of the corpus immediately before the 
grantor’s death may be divided into the following three components: (1) the 
value of the vested life estate, (2) the value of the decedent’s expectancy, 
and (3) the value of the expectancy of the alternative beneficiaries. The 
treatment of the first and second components is clear. The value of the vested 
life estate is excluded, because this interest is unaffected by the grantor’s life 


* The one excellent analysis of the problem is the opinion by Judge Jones in the Third 
Circuit in Lloyd’s Estate v. Comm’r., 141 F. (2d) 758 (1944). Ironically, with three 
different judges sitting, that court has since virtually disowned its Lloyd decision. 
Eldredge v. Rothensies, 150 F. (2d) 23 (1945), infra n. 28. 

5 283 U.S. 231 (1931). 

§ 309 U.S. 106 (1940). 

™In the Hallock case, the court expressly overruled its decision in Helvering v. S° 
Louis Union Trust Co., 296 U.S. 39 (1935), wherein the Klein case had been distin- 
guished as involving a “vested” reversion subject to divestment. In both cases, noted the 
court, the economic effects of the decedents’ interests were the same, and in both cases 
the decedents’ deaths accomplished the same results; the court rejected a distinction 
based upon the nomenclature of one interest as vested and the other as contingent. 

8 See Smith v. Shaughnessy, 318 U.S. 176 (1943) ; Robinette v. Helvering, 318 U.S. 
184 (1943) ; cf. Bankers Trust Co. v. Higgins, 136 F. (2d) 477 (C.C.A. 2d, 1943). 
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or death.® The value of the decedent’s expectancy is included, because that is 
the interest which was extinguished by his death. The third component is 
the troublesome one: is the estate to be taxed upon a value which, even 
before the decedent’s death, is attributable to the interests of other persons? 
It can be argued that it is unfair to tax an estate upon the entire remainder 
interest when the decedent’s interest was patently less than a complete re- 
version. This argument would be cogent if the tax were predicated upon the 
decedent’s “interest” in the property at the time of his death under section 
811(a). But, under section 811(c), the tax attaches to any interest in prop- 
erty which the decedent has transferred, so long as that interest was “in- 
tended to take effect in possession or enjoyment at or after his death.” There- 
fore, so long as the tax is imposed under the Klein and Hallock opinions, the 
interest held by the decedent at the time of his death would seem to be ir- 
relevant as a limitation of value. The entire value in excess of the vested 
intermediate estate is subject to estate tax.’° 





THE LLoyp CASE AND SUPREME Court DIcTa 


The second class of contingent reversions is that in which the grantor or 
his estate is to take upon the termination of the prior estates, and where this 
termination depends upon factors wholly unrelated to the grantor’s life or 
death. The simplest illustration of this type is a life estate to the grantor’s 
child ; remainder to any grandchildren then alive; or, if no grandchildren be 
then alive, reversion to the grantor or to his estate. As clearly pointed out in 
Lloyd’s Estate v. Commissioner," this is not a Klein or Hallock case, because 
the grantor’s death does not affect any interest created by the trust. If there 
is any estate tax in this case, it is not under section 811(c), but under sec- 
tion 811(a). In other words, the grantor’s cdntingent reversion in this case is 
to be treated precisely the same as though his estate had a contingent re- 
mainder in a trust created by another. If the contingency in this class of 
case may be evaluated by actuarial computation, then the grantor’s interest 
as so valued should be subject to tax. This rule would apply, for example, if 
the life estate was in the grantor’s child, remainder to the grantor’s wife if 
then alive, otherwise to the grantor or his estate. But, where the contingent 
reversion is not susceptible of valuation, as where it is subject to defeat by 
subsequent birth, there should be no tax.*? And certainly there should be no 

® Central Nat. Bank of Cleveland v. United States, 41 F. Supp. 239 (Ct. Cl, 1941) 
Estate of Peter D. Middlekauff, 2 T.C. 203 (1943) ; cf. Fidelity-Philadelphia Trust Co. 
v. Rothensies, 324 U.S. 108 (1945) ; Comm’r. v. Estate of Field, 324 U.S. 113 (1945). 

1° Estate of Peter D. Middlekauff, 2 T.C. 203 (1943); Estate of Bayard Dominick, 
T.C. Memo. Dock. 2409, C.C.H. Decs. 14,171 (M), and 14,416 (M); P-H { 74,058, 
] 74,283 (1944) (1945). 

11141 F. (2d) 758 (C.C.A. 3d, 1944) ; see Estate of Bertha Low, 2 T.C. 1114 (1943), 
aff'd. on other issue sub nom. Orne v. Comm’r., 145 F. (2d) 832 (C.C.A. 2d, 1944), 

12 See Humes v. United States, 276 U.S. 487 (1928) ; cf. United States v. Provident 
Trust Co., 291 U.S. 272 (1934). 
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tax where it is subject to defeat by such events as another’s exercise 
of a general power of appointment or the failure of a designated charity." 

Although the Lloyd case seems to be a perfectly logical application of the 
Klein and Hallock principle, there is considerable doubt of its recognition 
by the Supreme Court. This doubt is cast chiefly by a footnote in Goldstone 
v. United States.** In its original opinion in that case, the court stated flatly 
that its decision is “inconsistent” with the result in the Lloyd case. That dictum 
was gratuitous, because the reversion in the Goldstone case was dependent en- 
tirely upon the grantor’s life or death: if he predeceased his wife, all rights 
vested in her; only if he survived her would he have reacquired the property. 
This situation is of course the basic element of the Klein and Hallock cases. It 
does not exist in the Lloyd case. Possibly in recognition of this distinction, 
the court modified its Goldstone opinion one week later, to state that this 
“inconsistency” was claimed by the government, but that the court had no 
occasion to determine whether such conflict exists or whether its decision 
necessarily controls the “factual situation” presented in the Lloyd case. 

A decision somewhat more pertinent to the Lloyd case is one which 
shortly preceded the Goldstone case. Fidelity-Philadelphia Trust Co. v. 
Rothensies*® presented a combination of several estate tax factors, and 
the opinion is too ambiguous and confusing to permit even a guess as to the 
relative weight of each factor: (1) the trust was created before 1931, and the 
grantor reserved the income for her own life; (2) there was a remainder 
interest to grandchildren which was subject to defeat if the remaindermen 
failed to survive both the grantor and her children; and (3) the grantor had 
a power of appointment by will in the event that the remainder did so fail. 
The court held that the corpus of the trust was taxable under section 811(c). 
First of all, however, it is possible that the entire result is dependent upon 
the fact that the grantor retained a life estate.°* Then, it must be noted that 
one of the conditions upon which the remainder depended was the death of 
the grantor before the death of the remaindermen.**” Despite these distin- 
guishing factors, however, there is language in the opinion which strongly 
indicates that there is estate tax under section 811(c) whenever the identity 
of the remaindermen is determined at or after the grantor’s death.*® This 
would of course be the result whenever the trust provides for a reversion 


13 Lloyd’s Estate v. Comm’r., 141 F. (2d) 758 (C.C.A. 2d, 1944); Estate of Bertha 
Low, 2 T.C. 1114 (1943), cited supra note 11; but see Goldstone v. United States, — U.S. 
— (1945). 

14_U.S.—(1945). 

15 324 U.S. 108 (1945). 

15a That this was the basis for the decision is intimated by the concurring opinion of 
Justice Douglas, id. at 112. 

15b This factor alone was present in Estate of Thomas P. Leaman, 5 T.C. No. 84 (1945). 
The court correctly imposed the tax, even though the grantor’s reversion was merely 
an alternative not expressed in the trust instrument. Cf. Pennsylvania Co. v. United States, 
— F. Supp. — (Ct. Cl., 1945). 

16 Cf. Reinecke v. Northern Trust Co.. 278 U.S. 339 (1929). 
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to the grantor’s estate, whether it is expressed or implied, and whether it is 
expressed in terms of a reversion or of a power appointment. For that 
matter, it would apply even to vested reversions which are unquestionably 
subject to section 811(a). It is submitted that section 811(c) was neither 
written nor intended to be broad enough to cover such a situation, where at 
least one of the other factors of the Fidelity-Philadelphia case is not present. 


Tue Tax Court’s Quest For A RULE 


The Tax Court has successively adopted so many different approaches to 
this problem that its gyrations are almost impossible to follow. At first, the 
court created a test which roughly paralleled the Lloyd rule, but certainly 
without the logic of that rule. The test was whether the trust instrument 
expressly provided for the reversion: if so, it was subject to estate tax ; if the 
reversion would take effect “by operation of law,” there was no tax, at least 
if the contingency was remote.*’ There is this to be said for the test: a re- 
version which is not dependent upon the grantor’s life is usually not ex- 
pressed in the trust instrument. Certainly, however, there is no real differ- 
ence between a trust which states, “life estate to A, remainder to B if alive, 
otherwise to me or to my estate” and one which states, “life estate to A, re- 
mainder to B if alive,” where the law adds “otherwise to me or to my estate” 


17 Estate of Charles Delany, 1 T.C. 781 (1943); Estate of Lester Hofheimer, 2 T.C. 
773 (1943), rev’d. on other grounds, 149 F. (2d) 733 (C.C.A. 2d, 1945); Estate of 
Mabel H. Houghton, 2 T.C. 871 (1943), app. dism’d. (C.C.A. 2d, May 8, 1944) ; Estate 
of Ellen P. C. Goodyear, 2 T.C. 885 (1943); Estate of Henry S. Downe, 2 T.C. 967 
(1943), app. dism’d (C.C.A. 2d, June 1, 1944) ; Estate of Bertha Low, 2 T.C. 1114 (1943), 
aff'd. on other issue sub nom. Orne v. Comm’r., 145 F (2d) 832 (C.C.A. 2d, 1944) ; 
Estate of Joseph K. Cass, 3 T.C. 562 (1944); see Estate of I. H. Burney, 4 T.C. 449 
(1944). This approach to the problem was largely induced by an unfortunate dictum 
in Comm’r. v. Kellogg, 119 F. (2d) 54 (C.C.A. 3d, 1941). In that case, the tax was 
held inapplicable where the grantor’s reacquisition of the trust corpus would have 
required him to outlive his wife, his children, their respective spouses, and his own 
“next of kin.” In the course of its opinion the court said, “We think that the fact of 
importance in the case at bar is that the grantor during his lifetime disposed of his 
interests in the corpus of the trust as well as any man could.” It is a fundamental 
rule of trust draftsmanship that the one method of insuring a complete disposition of 
corpus is to create a vested remainder not subject to divestment; viz., “remainder to 
X or to his estate.” With such a provision, the grantor can reacquire an interest only 
as a legatee or heir of the remainderman. It could hardly be said that the grantor in 
such a case retained a vestige of a “string” upon which the Klein and Hallock rule 
could attach. See Estate of Ellen P. C. Goodyear, supra; cf. dissenting opinion in 
Goldstone v. United States — U.S. — (1945). On the other hand, a grantor does not 
dispose of his interest “as well as any man could” merely by naming a string of alter- 
native beneficiaries, no matter how young or how numerous. As a matter of estate 
law, it would seem that the “next of kin” in the Kellogg case are true alternative 
beneficiaries, and that the decedent’s death is a transmitting event within the Klein 
and Hallock rule. See Estate of Henry T. Sloane, B.T.A. Memo. Dock. 108473, CCH 
Dec. 13,877 (1944), vacated CCH Dec. 13,986 (1944). As to a remainder in favor 
of the grantor’s “descendants,” see Estate of Mabel H. Houghton, supra. 
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to the latter.‘** As pointed out above, section 811(c) should operate only 
where the trust states, “life estate to A, remainder to B if alive, otherwise to 
me if alive, otherwise to X.” 19 

The distinction between express and implicit reversions had only a short 
life. The next test was apparently a combination of “remoteness” and 
“intent,” irrespective of the language of the instruments.?° The primary 
difficulty with the “remoteness” test applied by the court has been the failure 
to distinguish between reversions which depend upon the grantor’s survival, 
and reversions which are contingent solely upon other factors. In the former 
case, the tax would seem to apply no matter how remote the contingency.”" 
As explained above, the value of the grantor’s expectancy is irrelevant if the 
tax attaches under section 811(c); the taxable value is that of the interest 
“transferred” during life, not that of the interest “held” at the time of death. 
True, this result may seem unfair where the decedent’s interest approaches 
the infinitestimal. As has been suggested, however, a valuation of this 
interest could be justified only if the Supreme Court were to hold that the 
Klein and Hallock cases are governed by section 811(a). On the other hand, 
in the case of contingencies not dependent upon the grantor’s survival, re- 


18 See Estate of Ellen P. C. Goodyear, 2 T.C. 885 (1943). 

19 The nearest approach of the Tax Court to the Lloyd rule was in Estate of Sallie 
H. Henry, 4 T.C. 423 (1944), which had a “silent” contingent reversion to the grantor 
or his estate. The trust would have failed if the grantor’s twelve grandchildren and 
great-grandchildren did not survive the grantor’s two children. The tax, the court 
held, must be only upon the value of the reversion at the time of death under § 811(a) ; 
it is not a “possibility of reverter” under § 811(c). The actuarial value to the de- 
cedent’s estate of a $5,110,710.82 corpus was found to be $8.20. 

20 In Frances Biddle Trust, 3 T.C. 832 (1944), the majority of the court denied estate 
tax liability on the ground that the possibility of reverter was too “remote.” Six con- 
curring judges in that case stated that the tax was inapplicable because the grantor 
did not “intend” to retain any interest. This decision was followed in Estate of Ben- 
jamin L. Allen, 3 T.C. 844 (1944), where the reversion depended upon the grantor’s 
surviving all his children and grandchildren. In Estate of William Walker, 4 T.C. 390 
(1944), the grantor or his estate had the reversion contingent upon the death of then 
infant grandchildren without spouse or issue, and without having exercised a limited 
power of appointment. The court held that the trust was taxable under § 811(c). It 
pointed out that the intent to make a final disposition was lacking, because the grantor 
omitted his son in the line of possible takers. As to remoteness, the court noted that, 
at the time of the gift, the grantor had to survive but two persons; to exercise their 
powers, the grandchildren would have had to attain majority. 

21 This result has been reached by the Court of Claims, at least where the possibility 
was “substantial.” In Central Hanover Bank & Trust Co. v. United States, 57 F. Supp. 
497 (1944), on retrial 58 F. Supp. 565 (1945), the court originally held the trust taxable 
where the grantor had a “silent” reversion upon the contingency of surviving her three 
daughters; on retrial, however, the court found that there was no “intent” to retain a 
reversion, because under local law it was doubtful whether such reversion existed. It is 
also the attitude of one judge of the Tax Court. See Judge Smith’s concurrence and 
dissent in Frances Biddle Trust, supra, and Estate of Benjamin L. Allen, 3 T.C. 844 
(1944) ; see also Estate of Margaret D. Sibley, T.C. Memo. Dock. 534, CCH Dec. 14,218 
P-H { 74,086 (1944). That result seems supported also by the Supreme Court’s reasoning 
in the Fidelity-Philadelphia case. 
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moteness should be a factor only in valuing the reversion under section 
811(a). Granted, in many cases the value of such a reversion is so micro- 
scopic that the tax will not repay the cost of the actuarial computation.” 
Nevertheless, if the reversion is susceptible of actuarial computation, it 
should be taxed at that value, whether the contingency is “near” or 
“remote.” 78 

At this point, the Supreme Court interverred with its Fidelity-Philadelphia 
opinion, and it is hard to criticize the Tax Court for the confusion which 
followed. Within three weeks, it handed down two apparently irreconcilable 
decisions. Oddly enough, despite the Supreme Court’s oblique rejection of the 
Lloyd rule, the Tax Court in the first of these cases adopted that rule for the 
first time. The trust in that case was to the grantor’s son for life, remainder to 
the son’s issue, or to the grantor’s daughters, or to their issue; if none of 
these persons was living, then to the grantor or his legal representatives. The 
court pointed out that no remainderman’s interest was enlarged by the 
grantor’s death, and that no transfer “took effect” upon his death. A dissent 
by four judges, relying upon the rationale of the Fidelity-Philadelphia case, 
argued that the tax was warranted by reason of the possible disposition of 
the property under the grantor’s will or under the laws of descent and distri- 
bution. The majority opinion did not squarely answer this argument, but ap- 
parently regarded this possibility as merely a normal incident of a true re- 
version: the gift itself was not made subject to the contingency of the 
grantor’s life or death. The majority opinion pointed out, it may be noted, 
that no tax was sought to be imposed under section 811(a).?* In the second 
case, however, the Tax Court completely reversed itself. There, the re- 
mainder after the death of the grantor’s wife was to those children who 
survived the wife and who reached 30 years of age; failing such remainder- 
men, the corpus was to revert to the grantor if alive, otherwise to the persons 
appointed in his will. The court held that the trust was taxable under section 
811(c), because the ultimate remainder was subject to the grantor’s power.”° 
The only possible distinction between the two cases is the degree of remote- 
ness—a test which the court did not purport to use, and which can scarcely 
be accepted under the Supreme Court’s rationale in the Fidelity-Philadelphia 
and Field cases.*° 

Under this latter Tax Court decision, it seemed that every transfer subject 
to a reversion was subject to tax, whether that reversion was vested or con- 
tingent, or near or remote. Then, however, the court apparently returned to 
its “remoteness” and “intent” tests, with the addition of a new variation on 


22 See Estate of Sallie H. Henry, 4 T.C. 423 (1944). 

28 Cf. Estate of Harris Fahnestock, 4 T.C. 1096 (1945). 

24 Estate of Harris Fahnestock, 4 T.C. 1096 (1945) ; see Estate of Mary B. Hunnewell, 
4 T.C. 1128 (1945). 

25 Estate of Charles Curie, 4 T.C. 1175 (1945). 

26 But see Estate of Charlotte D. M. Cardeza, 5 T.C. No. 24 (1945); cf. Estate of 
William Walker, 4 T.C. 390 (1944). 














1945] NOTES 103 


“expression.” In Estate of Nina M. Campanari,”" the grantor had retained, 
but not expressly, a remote contingent reversion not dependent upon her own 
death. In holding that there was no tax, the court said, “The instant case is 
clearly distinguishable from the Fidelity-Philadelphia Trust Co. case, be- 
cause in that case the grantor reserved a power of appointment.” The distinc- 
tion, however, is not at all clear. In the Campanari case, as in every reversion 
which is not cut off by the grantor’s death, the grantor had a power of ap- 
pointment. If all of the named beneficiaries should die after the grantor, and 
if the corpus should thereupon revert to her estate, that corpus would be 
distributed under her will, just as it would be if she had expressly provided 
for this “power” in the trust instrument. This kind of distinction, it is 
obyious, is a mere playing with words. It is the kind of distinction which 
was expressly rejected in the Hallock case itself.?"* 


A SUGGESTION 


Can a rule of law be deduced from the welter of irreconcilable conflict ? It is 
hard to say. The Supreme Court started the subject on a doubtful course in 
the May, Klein, and Hallock cases, and then left it hanging in mid-air, by its 
Fidelity-Philadelphia and Goldstone opinions. If the Fidelity-Philadelphia 
opinion is accepted at face, then every reversion is subject to tax. To para- 
phrase a famous stage character, there are just two possibilities. The grantor 
may have provided that he is to reacquire the trust corpus only if he is alive 
when the prior estates terminate. In that event, the Klein and Hallock rule 
results in tax. Or, he may have provided that the reversion is to be in him- 
self if he is then alive, or to his estate if he is then dead. In this latter case, 
he necessarily has a power of appointment, whether that power is express or 
implicit. The language in the Fidelity-Philadelphia case indicates that such 
a power is sufficient to justify the tax.?* Unless we recognize the Tax Court’s 
tenuous distinction between express and implicit powers, this means that no 
reversion may escape. 

That rule has the one advantage of simplicity. It is certainly the safe rule 
to anticipate in drafting a trust today. It is not, however, a rule which could 


275 T.C. No. 55 (1945). 

27a Since the original preparation of this note, the Tax Court has squarely repudiated 
the Campanari case without even noting its existence. There was a contingent reversion 
expressly reserved to the grantor, if alive, or to the persons appointed in her will. The 
court correctly pointed out that no interest was enlarged by the grantor’s death. That 
fact, plus the fact that the reversion was subject to unborn children and was therefore 
not susceptible of actuarial valuation, should have been sufficient for the conclusion that 
there was no tax. The decision would have been more heartening, however, if the court 
had not felt compelled to inject the “remoteness” and “intent” factors into the opinion 
as additional justification for its rejection of the tax. Estate of John H. Eckhardt, 
5 T.C. 673 (1945). 

°8 This approach was accepted by the Third Circuit in Eldredge v. Rothensies, 150 F. 
(2d) 23 (1945), where an express retention of a power of appointment was held to 
create tax. 
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have been predicted a few years ago. If it were, then the Supreme Court 
wasted considerable paper in defining the tests in the Klein and Hallock 
cases. It is submitted that only Klein and Hallock reversions should be 
subject to tax under section 811(c): the grantor’s survival must be a con- 
dition to the reversion. If the reversion may take effect whether he is alive 
or dead, then his original transfer does not “take effect” upon his death. In 
the latter case, of course, the grantor’s death transforms his contingent re- 
version into a contingent remainder in someone else. But, that contingent 
remainder is a new interest which passes entirely through his estate. It is 
created completely from the interest originally retained by the grantor. It is 
not carved out of the interest originally given away by the grantor, because 
it does not in any way affect that interest. No part of this latter interest, 
therefore, “takes effect” upon the grantor’s death. The contingent reversion, 
however, is directly transmitted by his death. If it is susceptible of actuarial 
valuation at the time of death, its value should be taxed under the general 
provisions of section 811(a). Otherwise, it is an interest essentially the same 
as an indeterminate contingent remainder held by the grantor or his estate in 
a trust created by another. The failure to tax such an interest is scarcely the 
condoning of “tax avoidance.” In fact, it would seem to make sense. 


—Mark H. Jounson. 














Decisions Noted 


Scope of Appellate Review of Tax Court Decisions—Deductibility 
under Section 23(a)(2) of Trustee’s Expenses in Contesting Taxes and 
Distributing Corpus.—Commissioner assessed a deficiency against peti- 
tioners as trustees of a testamentary trust, disallowing income tax deduc- 
tions for counsel fees and expenses in unsuccessfully contesting a prior tax 
deficiency and for legal advice in connection with the payment of one of 
the cash legacies and in connection with tax and other problems arising upon 
the expiration of the trust and relating to final distribution of the trust fund 
among the residuary legatees. Petitioners were upheld by the Tax Court. 
2 T.C. 853 (1943). On review, the Court of Appeals for the Second Circuit 
reversed. 145 F. (2d) 568 (1944). On review by the United States Supreme 
Court, held, that, although the issues here are questions of law subject to 
review by the appellate court, the Circuit Court was in error as to the law. 
Reversed. Trust u/w of Mary Lily (Flagler) Bingham v. Commissioner, 
— U.S. — (June 4, 1945). 

Mr. Justice Jackson and Mr. Justice Roberts*joined in a concurring 
opinion by Mr. Justice Frankfurter contending that under the rule in Dobson 
v. Commissioner, 320 U.S. 489 (1943), the Tax Court having “expressed an 
allowable opinion as to the meaning and application of a tax provision, here 
section 121(a) of the 1942 Revenue Act,” “every consideration which led 
to the pronouncement in the Dobson case should preclude independent re- 
examination of the Tax Court’s disposition.” 

Section 121(a) of the Revenue Act of 1942 added section 23(a)(2) 
retroactively to the Internal Revenue Code providing for the deduction of 
“all the ordinary and necessary expenses paid or incurred during the taxable 
year for the production or collection of income, or for the management, con- 
servation, or maintenance of property held for the production of income.” 
Cf. Higgins v. Commissioner, 312 U.S. 212 (1941) ; I.T. 2751, XIII-1 Cum. 
Butt. 43 (1934) ; 1.T..3452, 1941-1 Cum. But. 205. The Court ruled the 
term “management” was sufficiently broad to encompass the final distribution 
of the trust assets, since section 23(a) (2) was intended by Congress to pro- 
vide for a class of non-business deductions coextensive with the business de- 
ductions allowed by section 23(a)(1). See H.R. Rep. No. 2333, 77th Cong., 
2d Sess. (1942), 1942-2 Cum. Butt. 372, 410; Sen. Rep. No. 1631, 77th 
Cong. 2d Sess. (1942), 1942-2 Cum. Butt. 504, 570; cf. McDonald v. Com- 
missioner, 323 U.S. 57 (1944) ; Davis v. Commissioner, — F. (2d) —, 5 P-H 
(1945) J 72,678 (C.C.A. 8th, Oct. 15, 1945). To read this section, said the 
Court, as requiring that expenses be paid for the production of income would 
be to negate the provision for deduction of expenses of management of prop- 
erty held for the production of income. 
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Similarly, expenses of litigation for the purpose of contesting the tax 
deficiency are deductible under section 23(a)(2), such expenses being a 
proximate result of the holding of the property for income. See John W. 
Wilmott, 2 T.C. 321,327 (1943). U.S. Treas. Reg. 103, Section 19.23(a)-15, 
is invalid to the extent that it denies the deduction. Cf. Reg. 111, Section 
29.23 (a)-15. 

In the wake of the Bingham decision, the class of deductions opened 
by section 23(a)(2) is already being broadened by the Tax Court without 
too vigorous an opposition by the Treasury. Howard E. Cammack, 5 T.C. 
467 (1945) (Acq.) ; Greene Motor Co., 5 T.C. 314 (1945) (Acq.). In the 
Cammack case, in which the Commissioner has acquiesced, the taxpayers 
were permitted on the authority of the Supreme Court’s reasoning in the 
Bingham case to deduct legal fees incurred in establishing a loss on stock 
claimed as worthless on a prior year’s tax return. The term “management” 
was held to include the effort to obtain a tax deduction arising from the 
securities which, having become worthless, held no promise of any other 
benefit. Cf. Stoddard v. Commissioner, 141 F. (2d) 76 (C.C.A. 2d, 1944). 
Contra: John W. Willmott, 2 T.C. 321 (1943). In Greene Motor Co., supra, 
the Bingham case was invoked to sustain the deduction of accountants’ and 
attorneys’ fees paid by agorporation, under statutory authority vested in the 
Commissioner, to compromise criminal liability. I.R.C. section 3761; cf. 
Commissioner v. Heininger, 320 U.S. 467 (1943) ; Commissioner v. Long- 
horn Portland Cement Co., 148 F. (2d) 276 (C.C.A. 5th, 1945). Evidently, 
the mere semblance of relationship to a managerial function will be ground 
enough for the allowance of a deduction, even in the case of individuals not 
engaged in business. See Howard E. Cammack, supra. 

That the Dobson rule has been refined or, as Mr. Justice Frankfurter will 
maintain, modified is apparent. In Dobsow v. Commissioner, supra, the 
Supreme Court was at pains to sanction judicially all decisions of the Tax 
Court having “a reasonable basis in the law” or “a rational basis” and not 
laboring under any identifiable “clear-cut mistake of law.” See Paul, Dobson 
v. Commissioner: The Strange Ways of Law and Fact (1944) 57 Harv. L. 
Rev. 753, 840. The power of appellate courts to review questions of law as 
provided by statute may now be said to be unimpaired. West v. Commis- 
sioner, 150 F, (2d) 723, 5 P-H (1945) J 72,635 (C.C.A. 5th, July 24, 1945) ; 
I.R.C. section 1141(c) (1) ; see Paul, supra, 803-808. 

“The meaning of the words of a statute” is thus categorically labeled a 
question of law and, therefore, always within the realm of appellate review. 
In some degree, then, the doubts derived from the Dobson decision have been 
been dispelled. Cf. Paul, supra, at 766; Bickford, The Trial of the Tax Court 
(1945) 23 Taxes 482; Heindreich, Scope of Judicial Review of Decisions 
of the United States Tax Court (1945), 23 Taxes 744. 

As an incident to its full-scale review of questions of law, the Court struck 
down a Treasury regulation denying the litigation expense as a deduction 
under section 23(a)(2). Reg. 103, Section 19.23(a)-15. In other words, 
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where the construction of a statute is concerned, neither decisions of the Tax 
Court nor regulations of the Secretary of the Treasury are inviolable. Kosh- 
land v. Helvering, 298 U.S. 441 (1936) ; cf. Paul, supra, 843-846. 

In the domain of fact, however, the Tax Court still reigns supreme. Com- 
missioner v. The Scottish American Investment Company, Ltd., — U.S. — 
(Dec. 4, 1944) ; cf. Frethofer Baking Co. v. Commissioner, — F. (2d) —, 
5 P-H (1945) § 72,658 (C.C.A. 3d, Sept. 6, 1945). 

Although the Bingham case has shed some light on the Supreme Court’s 
approach to the problem of reviewability, still to be fashioned are reliable 
definitions of “law” and “fact,” the lack of which has contributed to obscur- 
ing the highways of tax litigation. Paul, supra, 785-786. Compare Security 
Flour Mills Co. v. Commissioner, 321 U.S. 281 (1944), with Dobson v. Com- 
missioner, supra. Spurred on by the Dobson and Bingham cases, however, 
the ponderous judicial process of definition is now under way. See Denholm 
& McKay Realty Co. v. Commissioner, 139 F. (2d) 545,550 (C.C.A. Ist, 
1944) ; Heindreich, supra, at 745 ; Paul, supra, 803-840. 


Federal Gift Tax—Relinquishment of Marital Rights as Consideration 
For Transfer—Detriment to Donee as Consideration.—Taxpayer pro- 
posed marriage to a widow having one child. Her deceased husband had 
created trusts, one half of the income of which was for the benefit of the 
widow and the other half for that of the child with provision that, in the 
event of her remarriage, her part of the income would go to the child. On the 
widow’s unwillingness to suffer loss of her trust income (exceeding $5,000 
annually) through remarriage, the parties entered into an agreement whereby 
taxpayer transferred to her stock admittedly worth over $149,000. Within 
a month they married. Commissioner claimed transfer of stock was subject 
to Federal Gift Tax. The Tax Court upheld the Commissioner. 2 T.C. 876 
(1943). The Circuit Court of Appeals reversed on the ground that there 
was consideration for the transfer and an absence of donative intent. 144 F. 
(2d) 78 (C.C.A. 6th, 1944). Held, that the transfer was a gift since there 
was no “adequate and full consideration” within the meaning of section 503 
of the Revenue Act of 1932 (now section 1002 of the Internal Revenue 
Code). Judgment reversed. Commissioner v. Wemyss, — U.S. — (March 
5, 1945). 

In a companion case, taxpayer who had assets exceeding $5,000,000, in- 
cluding $135,000 of real estate, made an antenuptual agreement the day 
before marriage by the terms of which he agreed to set up within ninety 
days after marriage an irrevocable trust for $300,000, the provisions of 
which were to conform to the wishes of his wife-to-be, and to provide in 
his will for two additional trusts for $300,000 each, one like the inter vivos 
trust and the other for the benefit of their surviving children. In return she 
agreed to release all rights she might acquire as wife or widow in taxpayer’s 
property, real and personal, except the right to maintenance and support. 
The agreement stated that it was induced by the contemplated marriage, 
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desire to compensate for the loss of marital rights, freedom to provide for 
his dependents and uncertainty surrounding his financial future and marital 
tranquillity. It was fully carried out. Commissioner collected a gift tax 
on the $300,000 transfer and rejected taxpayer’s claim for refund. The 
district court upheld the taxpayer, distinguishing between provisions of the 
statute relating to the gift tax and those relating to the estate tax. 51 F. Supp. 
120 (S.D. Fla. 1943). The Circuit Court of Appeals reversed on the ground 
that there was no statutory consideration. 142 F. (2d) 651 (C.C.A. 5th, 
1944). Held, the relinquishment of marital rights is not consideration for a 
transfer within the meaning of the gift tax provisions of the statute. Judg- 
ment affirmed. Merrill v. Fahs, — U.S. — (March 5, 1945). 

Section 501(a) of the Revenue Act of 1932 (now section 1000(a) of the 
Internal Revenue Code) imposed a tax upon every transfer of property 
“by gift” not further defined by the statute. In the case of any transfer, 
however, “for less than an adequate and full consideration in money or 
money’s worth,” section 503 of the 1932 Act (now section 1002 of the 
Internal Revenue Code) treated as a gift the difference between the value of 
the property transferred and the consideration received. The Supreme Court 
has now sustained the Commissioner’s position as expressed in the regula- 
tions that common law concepts of consideration do not control and that 
a “consideration not reducible to money value, as love and affection, 
promise of marriage, etc., is to be wholly disregarded.” Reg. 79 (1936 ed.), 
Art. 8; Reg. 108, Sec. 86.8 (1945). The regulations except bona fide business 
transactions at arm’s length and free from donative intent. 

The phrase in controversy contained in section 503 was borrowed from 
the estate tax provisions relating to the allowability of claims as deductions 
against the gross estate. Revenue Act of 1926, section 303 (a)(1); I.R.C. 
section 812(b). In the first modern estate tax law, deduction was permitted 
of any claims against the estate “allowed by the laws of the jurisdiction . . . 
under which the estate is being administered.” Revenue Act of 1916, section 
203 (a)(1). This provision was retained until 1924 when claims were 
allowed only if supported by “a fair consideration in money or money’s 
worth,” and the same standard was employed in the gift tax then first enacted. 
Revenue Act of 1924, sections 303(a)(1), 320. In 1926, when the gift tax 
was not reenacted, the phrase in the estate tax provisions was further altered 
to read ‘“‘an adequate and full consideration in money or money’s worth.” 
Revenue Act of 1926, section 303(a)(1). This last change was undoubtedly 
due to the fact that courts had held that the term “fair consideration” 
included relinquishment of dower rights, or any consideration not, strictly 
speaking, adequate, and that Congress desired to narrow the scope of tax 
exemptions. Taft v. Commissioner, 304 U.S. 351 (1938); Ferguson v. 
Dickson, 300 Fed. 961 (C.C.A. 3d, 1924). 

The Revenue Act of 1932, which amended the estate tax and revived the 
gift tax, carried over to both the language of the phrase as it then appeared 
in the still effective 1926 Act. Revenue Act of 1926, section 303 (a) (1). 
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Specifically added to the estate tax provisions, however, by the 1932 
Act was a sentence to the effect that relinquishment of marital rights should 
not constitute “consideration in money or money’s worth.” Revenue Act of 
1932, section 804, amending Revenue Act of 1926, section 303(d). No such 
provision was inserted in the gift tax provisions. Whether Congress intended 
to modify the statutory concept of consideration for purposes of the estate 
tax only or merely to clarify existing law became a crucial question. With 
few exceptions, the courts concluded that the new provision was only 
declaratory of then prevailing law. See Commissioner v. Bristol, 121 F. (2d) 
129 (C.C.A. Ist, 1941) ; Sheets v. Commissioner, 95 F. (2d) 727 (C.C.A. 8th, 
1938) ; Empire Trust Co. v. Commissioner, 94 F. (2d) 307 (C.C.A. 4th, 
1938) ; cf. Lasker v. Commissioner, 138 F. (2d) 989 (C.C.A. 7th, 1943) ; 
but see Herbert Jones, 1 T.C. 1207 (1943). The Congressional committee 
reports, in recommending passage of the 1932 amendment, characterize prior 
judicial construction to the contrary as “a subversion of the legislative intent” 
expressed in the then existing statute. H.R. Rep. No. 708, 72d Cong., Ist 
Sess. (1932) 47; Sen. Rep. No. 665, 72d Cong., Ist Sess. (1932) 50. Since 
the gift tax is supplementary to the estate tax, the two, tuough not always 
mutually exclusive, are im pari materia and must be construed together. 
Sanford’s Estate v. Commissioner, 308 U.S. 39 (1939) ; H.R. Rep. No. 708, 
72d Cong., lst Sess. (1932), 1939-1 (Pt. 2) Cum. Butt. 457, 462; Sen. Rep. 
No. 665, 72d Cong., Ist Sess. (1932), 1939-1 (Pt. 2) Cum. Butt. 496, 504; 
cf. Robinette v. Helvering, 318 U.S. 184 (1943); Smith v. Shaughnessy, 
318 U.S. 176 (1943). Thus the Supreme Court (5-4) in the Merrill case 
has construed the explicit limitation in the estate tax provisions as a mere 
“cautious redundancy” in nowise blocking a similar implied limitation on 
the parallel gift tax clause. See William Rosenwald, T.C. Memo. Dkt. No. 
3207, P-H ¥ 45,181 (1945). 

At the same time, the Court has adopted a strict construction of section 
503 of the 1932 Act (now section 1002 of the Code) in refusing to recog- 
nize detriment to the donee (as in the Wemyss case) as consideration for a 
transfer under the statutory standard of “money or money’s worth.” The 
lack of “donative intent,” so fundamental under the common law definition of 
a gift, is likewise jettisoned as a test in favor of the “much more workable 
external test” of section 503 which was intended as a restriction upon the 
otherwise undefined “gift.” Cf. Reg. 108, Section 86.2. Nevertheless, the 
court quoted with approval the provision in the regulations which excepts 
from this external test a “sale, exchange, or other transfer of property made 
in the ordinary course of business (a transaction which is bona fide, at 
arm’s length, and free from any donative intent).” The question remains 
whether this exception is sufficient to cover a transfer made pursuant to a 
separation agreement. See Lasker v. Commissioner, supra; Herbert Jones, 
supra. 
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Excess Profits Tax—Abnormal Deductions in Base Period.—In 1937, 
the taxpayer corporation entered into a three-and-one-half-year contract with 
an employee by which the latter was to act as the sole purchasing agent for 
the taxpayer and its subsidiary. In part, this contract represented a renewal 
of a prior contract executed in 1935 and fully performed. In September 1938 
differences arose among the parties which thereupon resulted in a notice of 
termination of the contract to the employee. Subsequent to a series of con- 
ferences, negotiations, and threats of suits, a settlement was effectd pur- 
suant to which the employee received $17,500 in full settlement of his claim. 
The consideration for the exchange of releases encompassed $15,000 for the 
taxpayer’s breach of contract and $2,500 for commissions earned. In com- 
puting its base period net income under I.R.C., section 713, the taxpayer 
eliminated the deduction of $15,000 pursuant to I.R.C., section 711(b) (1) 
(H). The Commissioner ruled that the deduction was not a “claim” under 
that subsection ; that the taxpayer had failed to carry the burden of proving 
the deduction was abnormal for it in accordance with I.R.C., section 
711(b) (1) (J) ; and that it had not proved the required pertinent facts under 
I.R.C., section 711(b) (1) (k) (11). Held, the adjustment made by the tax- 
payer in computing its excess profits tax was proper. R. C. Harvey Company, 
5 T.C.—No. 49 (July 16, 1945). 

Due to the negative wording of section 711(b)(1)(K) (ii), the burden 
imposed on the taxpayer has been conceded by the Tax Court to be difficult. 
Nevertheless, the statute is clear and unequivocal and “its rigors may not be 
abated by softening construction.” It is incumbent upon the taxpayer to 
prove affirmatively that the abnormal deduction was a consequence of some- 
thing other than a decrease of another deduction or an increase of gross 
income. William Leveen Corp., 3 T.C. 593 (1944). In a decision promul- 
gated three days after the instant case, the Court held that the burden rested 
upon the taxpayer throughout “because, under the statute, it must ‘establish’ 
the necessary facts.” Jron Fireman Manufacturing Co., 5 T.C. 452 (1945). 
In the present case, the court found, the taxpayer had established that the 
deduction was the consequence of a difference between the parties and that 
it was not a consquence of any of the factors enumerated in the statute. The 
decision may be questioned on the ground that it is too literal a reading of the 
statute. The permitted elimination of deductions in the base period was to 
avoid a net reduction of the income-measuring period by unique or un- 
usual depressing factors in order to prevent an unfair application of the tax 
in abnormal cases. Green Bay Lumber Co., 3 T.C. 824 (1944). If “con- 
sequences” are restricted to those subsequent in point of time, then related 
increases in gross income or decreases in other deductions during the base 
period are disregarded so long as such increases or decreases did not precede 
the deduction in issue. 

Under the income credit method of computing income subject to excess 
profits tax, the basic criterion is the average earnings of the taxpayer during 
its base period. The statute, however, permits exceptions to this rigid 
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formula where the base period income was abnormally iow due to certain 
types of deduction. In general, base period deductions are disallowed to the 
extent that they are more than 125% in excess of the average deductions of 
the same class for the four previous taxable years. One classification recog- 
nized by the statute is that of “deductions attributable to any claim . . 
against the taxpayer.” I.R.C., section 711(b)(1)(H). On the other hand, 
there is the following general limitation imposed by I.R.C., section 711(b) (1) 
(K) (ii): “Deductions shall not be disallowed under such subparagraphs 
unless the taxpayer establishes that the abnormality or excess is not a con- 
sequence of an increase in the gross income of the taxpayer in its base period 
or a decrease in the amount of some other deduction in its base period, and is 
not a consequence of a change at any time in the type, manner of operation, 
size, or condition of the business engaged in by the taxpayer.” 

In the instant case the court held that the employee’s demand under his 
contract was a claim, since it was created by the factual sequence of a con- 
tract, a breach, and threatened suit. Nor did it give much weight to the Com- 
missioner’s contentions that the payment of the claim was in effect merely 
a reduction of a salary deduction and that the ultimate effect of the trans- 
action was a gain to the enterprise. 


Distributions in Reorganization—Effect of Dividend.—Pursuant to a 
plan of recapitalization, taxpayer in 1937 exchanged old preferred stock of 
the Abercrombie & Fitch Company for new preferred stock, new common 
stock, and $45,240 in cash. The corporation had post-1913 earnings and 
profits exceeding the amount of cash distributed, but these earnings and 
profits had been capitalized by a nontaxable stock dividend to enable the 
corporation to pay dividends under applicable State law. The taxpayer’s gain 
on the exchange was $139,740. The recapitalization was concededly a statu- 
tory reorganization in which only that part of the gain represented by the 
cash was taxable. The taxpayer contended that the cash was taxable as a 
capital gain under I.R.C., section 112(c) (1). The Commissioner determined 
that the cash distribution did not exceed the accumulated post-1913 earnings 
and profits. Then, relying upon I.R.C., section 112(c} (2), he contended that 
it had “the effect of the distribution of a taxable dividend,” and was taxable 
as such. The Tax Court sustained the Commissioner. The Circuit Court of 
Appeals reversed on the grounds that the distribution was a partial liquida- 
tion under I.R.C., section 115(i) ; that it was one out of capital, rather than 
a distribution of earnings; and that it was not the equivalent of a taxable 
dividend under I.R.C., section 115(g). On writ of certiorari, held, reversed. 
By agreement of the parties, the Court assumed that the corporation’s earn- 
ings and profits at the time of distribution were in excess of the cash distri- 
buted. The Court held that distributions pursuant to reorganization are tax- 
able under the provisions of I.R.C., section 112, not I.R.C., section 115, and 
that “a distribution, pursuant to a reorganization, of earnings and profits ‘has 
the effect of the distribution of a taxable dividend’ within section 112(c) 
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(2).” Comm’r. v. Bedford’s Estate, — U.S. — (1945), rev’g 144 F. (2d) 
272 (C.C.A. 2d, 1944), rev’g 1 T.C. 478 (1943). 

On the question of the amount of accumulated earnings and profits at the 
time of the distribution, the taxpayer’s confession of the Circuit Court’s error 
was clearly correct. The Tax Court’s decision was based upon the express 
language of I.R.C., section 115(h), first introduced in the Revenue Act of 
1936. The Circuit Court, relying upon its own decision in Patty v. Helvering, 
98 F. (2d) 717 (C.C.A. 2d, 1938), involving a pre-1936 tax, held that, since 
the stock dividends were issued for a bona fide business purpose, the earnings 
and profits became capital and were no longer available for distribution as 
earnings and profits. That holding not only ignored the specific mandate of 
the statute, but was against the weight of authority on this question. Rudick, 
“Dividends” to “Earnings” or “Profits” Under the Income Tax Law: Cor- 
porate Non-liquidating Distributions (1941) 89 U. or Pa. L. Rev. 865, 897; 
Darrell, Corporate Liquidations and the Federal Income Tax (1941) 89 U. oF 
Pa. L. Rev. 907, 913; 1 P-H (1945) § 9294; 1 Mertens, Law or FEDERAL 
IncoME TaxaTIon (1942), § 9.47. 

The application of section 112(c)(2) was squarely presented for the 
Supreme Court’s determination. That section made its initial appearance in 
the tax law as section 203(d)(2) of the Revenue Act of 1924. It has been 
retained in the law, without change, since that time. The effect of this pro- 
vision is to tax the gain recognized in connection with a reorganization as a 
dividend rather than as a gain from the exchange of property. Since the tax 
consequences are substantially different if a distribution of earnings and 
profits is treated as proceeds of stock rather than as an ordinary dividend, the 
section is of extreme importance. Notwithstanding this, prior to the instant 
case, the provision has never been clearly defined. The legislative history and 
the Treasury regulations, paraphrasing the language of the section, offer no 
aid. See H. Rep. No. 179, 68th Cong., Ist Sess. (1924) 14; Reg. 94, Sec. 
112(g)-4; Reg. 111, Sec. 29.112(g)-4. In addition, relatively few cases have 
considered the application of section 112(c)(2). See 3 Mertens, Law or 
FEDERAL INCOME TAXATION (1942) § 20.109. 

The courts have uniformly held that, where stock of one corporation is ex- 
changed pursuant to a plan of reorganization, for stock of another corpora- 
tion and cash, and where the cash is then distributed, such distribution, if 
out of earnings and profits as defined by section 115¢a), has “the effect of a 
taxable dividend” and is therefore taxable as an ordinary dividend under 
section 112(c) (2). Campbell v. United States, 144 F. (2d) 177 (C.C.A. 3d, 
1944), (1945) 58 Harv. L. Rev. 459; Love v. Commissioner, 113 F. (2d) 236 
(C.C.A. 3d, 1940); Rose v. Little Inv. Co., 86 F. (2d) 50 (C.C.A. 5th, 
1936) ; Commissioner v. Forhan Realty Corp., 75 F. (2d) 268 (C.C.A. 2d 
1935) ; Commissioner v. Owens, 69 F. (2d) 597 (C.C.A. 5th, 1934) ; Hazle- 
ton Corporation, 36 B.T.A. 908 (1937) ; John S. Woodward, 30 B.T.A. 1216 
(1934); T. W. Henritze, 28 B.T.A. 1173 (1933); George Woodward, 23 
B.T.A. 1259 (1931) ; see William Hewitt, 19 B.T.A. 771, 776 (1930). 
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The litigated cases involving the effect of section 112(c) (2) in connection 
with recapitalization cases have been few indeed. The Tax Court has uni- 
formly held the same rule applicable in such cases, to wit: if prior to the re- 
organization the corporation had post-1913 earnings and profits available 
for distribution in an amount in excess of the cash distributed, the distribu- 
tion has the effect of, and is to be treated as, a taxable dividend. Knapp 
Monarch Co. v. Commissioner, 1 T.C. 59 (1942), aff'd on other grounds, 139 
F. (2d) 1863 (C.C.A. 8th, 1944) ; Humphreys Mfg. Co. v. Commissioner, 
45 B.T.A. 114 (1941) ; J. Weingarten, Inc. v. Commissioner, 44 B.T.A. 798 
(1941) ; Millicent Turle Roelker, 39 B.T.A. 967 (1939) ; H. Y. McCord, 31 
B.T.A. 342 (1934). The Second Circuit here reached a contrary conclusion, 
holding the distribution to be a partial liquidation under section 115(i). As 
a result of this conflict, two important questions have at last been resolved. 
First, is a reorganization involving a partial liquidation to be treated for tax 
purposes under section 112 or section 115? The Supreme Court held that the 
classification of section 115 could not be carried over to section 112 except 
for the general definition of dividends in section 115(a), and that for tax con- 
sequences section 112 controls. Second, when is section 112(c)(2) ap- 
plicable? The basic test supplied by the court is whether the cash distri- 
buted in partial exchange for the stock, pursuant to a plan of reorganization, 
represents earnings and profits as defined by section 115(a). If so, such a 
distribution “has the effect of the distribution of a taxable dividend,” and is 
taxable as such under section 112(c) (2). 

One important question suggested, but not answered, by the decision is 
whether section 115(g) is governed by the same test. In other words, if there 
is a “partial liquidation” as defined by section 115(i), which does not qualify 
as a “reorganization” under section 112, may the distribution be taxed as a 
dividend? If so, is the sole test the existence of post-1913 earnings or profits 
out of which the distribution might have been made? There is, of course, a 
substantial difference in statutory language. Section 112(c)(2) requires 
merely that the distribution have “the effect of the distribution of a taxable 
dividend.” Section 115(g) requires that the redemption or cancellation be 
“at such time and in such manner as to make the distribution and cancellation 
or redemption in whole or in part essentially equivalent to the distribution of 
a taxable dividend.” It is suggested that the more rigorous requirements of 
the latter section may justify prior decisions thereunder which, on the 
surface, appear to be in conflict with the instant case. See Commissioner v. 
Brown, 69 F. (2d) 602 (C.C.A. 7th, 1934), cert. denied 293 U.S. 570 (1934) ; 
Commissioner v. Quackenbos, 78 F. (2d) 156 (C.C.A. 2d, 1935) ; Patty v. 
Helvering, 98 F. (2d) 717 (C.C.A. 2d, 1938) ; Bona Allen, 41 B.T.A. 206 
(1940) ; John P. Elton, 47 B.T.A. 111 (1942) ; cf. Flanagan v. Helvering, 
116 F. (2d) 937 (Ct. App. D.C., 1940) ; Bertram Meyer, 5 T.C. 165 (1945) ; 
Rudick, “Dividends” and “Earnings” or “Profits’ Under the Income Tax 
Law: Corporate Non-liquidating Distributions (1941) 89 U. or Pa. L. Rev. 
865 ; Darrell, Corporate Liquidations and the Federal Income Tax (1941) 89 
U. or Pa. L. Rev. 907. 
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Trust And Beneficiary Under The 


Income Tax 


JACOB RABKIN anp MARK H. JOHNSON 


‘tn most complex probiems in the income tax law arise out of the 
entity relationships of corporation-stockholder, partnership-partner, and 
fiduciary-beneficiary. Of the three major types of entity recognized by 
the tax statutes, that of the trust or estate is probably the most difficult 
to define. The partnership is encased in a semipermeable shell: it is 
recognized to the extent that it serves accounting convenience, but the 
basic taxpaying unit is the individual partner.’ In contrast, the cor- 
poration and stockholder are separate taxpaying entities: although there 
are interdependent elements in their liabilities, each taxpayer has a sep- 
arate kind of taxable income.’ The trust or estate lies somewhere between 
these two extremes, and unique issues are created by its ambivalence. 

In some instances, trust or estate income is taxed to the fiduciary; in 
others, it is taxed to the beneficiary. For that matter, it has even been 
held that nonexistent trust income may be transmuted into a taxable item 
for the beneficiary. At least until 1942, numerous opportunities for 
effective tax juggling were too commonly availed of. To cure this 
admitted evil, the 1942 Act adorned the statute with an amazing array 
of special loophole-plugging rules. Apart from its absurd complexity, 
that statute created a fori of double taxation which Congress attempted 
to relieve in the 1943 Act. Although this was stated to be merely a 
stop-gap measure pending a redraft of the 1942 amendments, the defini- 
tive statute has not yet been devised. Perhaps the Treasury and Con- 
gress are appalled at the prospect of overhauling the monster which they 
have created. One thing is certain: if the Revenue Act of 1946 should 


Jacos RABKIN is a member of the New York Bar; co-author, Raskin & JOHNSON, 
FEDERAL INCOME, GIFT AND EstaTE TAXATION; lecturer, Practicing Law Institute; mem- 
ber of the Planning Committee and lecturer, New York University Institute on Taxation. 
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FEDERAL INCOME, GIFT AND EsTATE TAXATION; instructor in taxation, New York Univer- 
sity School of Law; associate faculty editor, Tax Law Review; chairman, Publications 
Committee of Section of Taxation, American Bar Association. 


1 Rabkin & Johnson, The Partnership under the Federal Tax Laws (1942) 55 Harv. 
L. Rev. 909. 
2 Cleary, The Corporate Entity in Tax Cases (1945) 1 Tax L. Rev. 3. 
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contain only another bit of tinkering, the result can not be good. What 
is needed now is a statute which recognizes a single fundamental philos- 
ophy of trust and estate taxation, and which simply and effectively 
accomplishes the desired result. 

It is the purpose of this article to analyze, historically and pragmat- 
ically, the basic problems in the taxation of trust and estate income, to 
point out the weaknesses of the present statute, and to recommend a 
new one. Our recommendation is revolutionary in nothing but its sim- 
plicity. We believe that our proposal is fundamentally consistent with 
Congressional policy from 1916 to the present. All that was wrong with 
the pre-1942 statute was a single ailment with many symptoms. The 
1942 and 1943 Acts ministered to these symptoms instead of curing the 
ailment. All that is needed is a relatively minor operation which would 
deliver the patient from the crutches, braces, and other paraphernalia 
of the present statute. 


I. THE EvoLuTION oF THE TRUST ENTITY 


The statutory history shows a progressive change in the approach to 
trust taxation.* It is not surprising that three decades of experience 
with the income tax should have induced a more mature, more sophisti- 
cated, and more elaborate tax pattern. There are few aspects of the tax 
law, however, which exhibit so marked an evolution in the concept of the 


taxable entity. 
The Revenue Act of 1916 contained the first express recognition of 
the difference between the trust and the beneficiary :* 


Income received by estates of deceased persons during the period of 
administration or settlement of the estate, shall be subject to the normal 
and additional tax and taxed to their estates, and also such income of estates 

3 For convenience, the terms “trust” and “trustee” in this article are generally intended 
to include “estate” and “executor” or “administrator.” The same basic problems exist 
for estates as for trusts, and the tax treatment is normally the same. Where any im- 
portant distinctions exist, they will’be noted in the relevant discussion. 

4 The Revenue Act of 1913, no matter how interpreted, clearly shows that Congress 
was unaware of the problems. Section II(D) stated, “guardians, trustees, executors, 
administrators, agents, receivers, conservators, and all persons, corporations, or associ- 
ations acting jn any fiduciary capacity, shall make and render a return of the net income 
of the person for whom they act, subject to this tax, coming into their custody or control 
and management, and be subject to all the provisions of this section which apply to 
individuals.” Section II(E) required withholding of the tax on fixed or determinable 
annual income by fiduciaries “who are required to make and render a return in behalf of 
another.” It may be at least questioned whether the trust was recognized by these statutes 
as a Separate taxable entity. See Irwin v. Gavit, 268 U.S. 161 (1925). The concept was 
apparently the same as that now reserved for the relationship of guardian to ward. See 
Reg. 111, § 29.161-1(a). 
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or any kind of property held in trust, including such income accumulated 
in trust for the benefit of unborn or unascertained persons, or persons with 
contingent interests, and income held for future distribution under the terms 
of the will or trust shall be likewise taxed, the tax in each instance, except 
when the income is returned for the purpose of the tax by the beneficiary, 
to be assessed to the executor, administrator, or trustee, as the case may be: 
Provided, That where the income is to be distributed annually or regularly 
between existing heirs or legatees, or beneficiaries the rate of tax and 
method of computing the same shall be based in each case upon the amount 
of the individual share to be distributed.® 


There are two interesting features of this statute. The first is the 
principle that the tax is applied reciprocally. The entire income of the 
trust is taxed once: if not to the beneficiary, then to the trust. This 
basic policy has remained unchanged throughout all its statutory muta- 
tions.° The second feature is the concept that currently distributable 
income is to be reported directly by the beneficiary, and that the residual 
income is to be considered income of the trust itself. In other words, 
the trust is the taxpaying entity unless it is merely a pipeline through 
which the income flows from its source to the beneficiary. If that 
income is not stopped or transmuted within the trust, the trust’s relation- 
ship to the beneficiary, for tax purposes, is that of agent to principal. 
But, once that income rests in the trust. no provision is made for sub- 
stituting the beneficiary as the taxpayer. 

The 1918 Act continued this dual agency-entity concept, in somewhat 
more elaborate form.’ The 1921 Act then introduced the present pat- 
tern of treating all trust income as gross income on the trust return, and 
of allowing a deduction for income distributed or distributable to the 
beneficiary. This introduction, it may be noted, was not a full-fledged 
transition. The income-and-deduction pattern was applied only in cases 
where the trust had both distributable and non-distributable income.* 
The conversion to the new pattern was completed in 1924.° At this 
point, the statute had discarded the principle that the beneficiary was 
taxable only upon his own income. Nevertheless, the statute inserted 
the requirement that the deduction to the trust (and the corresponding 
income to the beneficiary) be predicated upon trust income distributable 


5 Rev. Act of 1916 § 2(b). 

6 Reg. 111, § 29.162-1(c). The rule that trust income must be taxed to the trust if 
it is not taxable to the beneficiary was upheld under the 1924 Act, against a dissent by 
Chief Justice Hughes, in Helvering v. Butterworth, 290 U.S. 365 (1933). As will be 
noted below, however, it has not been uniformly recognized that the aggregate taxable 
income of the trust and beneficiary may not exceed the trust income. 

TRev. Act of 1918 § 219. 

® Rev. Act of 1921 § 219(e). 

® Rev. Act of 1924 § 219(b) (2), (3). 
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as such to the beneficiary. In other words, the structure of the statute 
was now such as to permit the taxation of the beneficiary upon income 
of the trust; but the statutory language still required the distribution to 
have the character of income in his own hands. Practically, this new 
income-deduction formula did not alter the original pipeline concept. 
This pattern remained until the 1942 Act. 

The emphasis upon the trust as a separate entity has been respon- 
sible for the difficulties which the 1942 Act attempted to solve. If trust 
income can be transmitted through the trust only when the trust serves 
as a direct pipeline, then the beneficiary may be taxed only upon income 
which he receives as income. For example, if the trust income has 
been transmuted into trust corpus, that income is not taxable to the 
beneficiary, even though realization by the trust and distribution to the 
beneficiary occurred within the same taxable year. There has always 
existed, with slight changes in language, a statutory exemption of “prop- 
erty acquired by gift, bequest, devise, or inheritance.” *® If the distribu- 
tion in the hands of the beneficiary can qualify under that exemption, 
it does not matter that the source of the distribution was income earned 
by the trust.” 

The opportunities for tax avoidance under this pattern were obvious. 
The basic flaw was the overemphasis of the trust entity. It became 
necessary to adopt a different approach. Some method had to be found 
to substitute the beneficiary for the trust as the taxpaying entity, even 
where the beneficiary did not receive trust income as such. Realistically, 
there was but one requirement: there must be available to the beneficiary 
the money with which to pay the tax. If that condition is not satisfied, 
then of course the trust must remain as a taxpayer. But, in the absence 
of economic necessity, there is no reason to interpose the trust entity 
as a shield for the beneficiary. If the trust has income for the taxable 
year, and if the beneficiary is entitled to the amount of that income, it 
is immaterial whether this amount is payable out of current income, or 
whether it is payable out of past income, out of corpus, or out of 
anticipated future income. In any of these cases, the trust entity should 
disappear except as an accounting device. 

The Revenue Act of 1942 attempted to complete this evolution. 
Unfortunately, it went only part of the way, apparently because the 
draftsmen did not completely understand the basic weakness of the 
existing law. The result is a statute of hybrid philosophy and of cum- 
bersome technique. There is still work to be done. 


19 7]. R.C. § 22(b) (3). 
11 Burnet v. Whitehouse, 283 U.S. 148 (1931), discussed infra note 57. 
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A disclaimer at this point is appropriate. It is not the purpose of 
this article to consider the computation of the trust’s net income, except 
insofar as that income is affected by distribution to the beneficiary.’ 
Nor are there treated herein the myriad ramifications of the rule that 
the grantor of the trust may be taxed upon the trust income when there 
is tax justification for ignoring the very existence of the trust.” 

The major aspects of the trust-beneficiary problem are discussed in 
the succeeding three parts of this paper. Part II treats the circum- 
stances under which the trust entity serves a necessary purpose. In 
Part III, the 1942 Act is analyzed in relation to the situations in which 
the entity concept had needlessly permitted tax avoidance. In contrast, 
Part IV takes up the cases where the entity has been used to create tax 
liabilities out of nonexistent income. Finally, Part V sets forth the 
statute which should complete the job that has been in progress for nearly 
three decades. 


II. THe Entitry—A RULE oF EXPEDIENCY 


While the overemphasis of the trust entity has created needless diffi- 
culty, it is undeniable that the entity must be recognized under certain 
circumstances. Occasionally, the trust must be the taxpayer, for the 
simple reason that no beneficiary is entitled to any amount with which 
to pay a tax. Unless there is some economic justification for imposing 
the tax upon the beneficiary, the tax should be borne by the entity. The 
question is, at what point does that justification cease ? 

The statutory test has never been solely one of actual payment to the 
beneficiary during the taxable year. The 1916 Act recognized the 
beneficiary’s liability for income “to be distributed annually or regularly 
between existing heirs or legatees, or beneficiaries.”"** The 1918 Act 
provided for the taxation to the beneficiary of “income which is to be 
distributed to the beneficiaries periodically, whether or not at regular 
intervals.” *° In addition, a special provision was applicable to “income 
of the estate of any deceased person during the period of administration 
or settlement’: the legatee, heir, or other beneficiary, was taxable upon 


12 The net income computation is basically the same as that of an individual, except 
for the charitable deduction under I.R.C. § 162(a). 

18 The specific statutory provisions are I.R.C. § 166, relating to revocable trusts; 
I.R.C. § 167, relating to income for the benefit of the grantor; and I.R.C. § 22(a), under 
the famous Clifford rule of trust “ownership.” See Guterman, The Federal Income Tax 
and Trusts for Support—the Stuart Case and its Aftermath (1944), 57 Harv. L. Rev. 
479; Magill, What Shall Be Done with the Clifford Case (1945), 45 Cov. L. Rev. 111. As 
to the special rules governing alimony trusts, see I.R.C. §§ 22(k), 171. 

14 Rev. Act of 1916 § 2(b). 

15 Rev. Act of 1918 § 219(a) (4). 
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“the amount of any income properly paid or credited” to him.*® The 
1921 Act made no change in this language.** The 1924 Act adopted the 
form which has continued to the present. The beneficiary’s income is 
the amount of the income of the estate or trust for its taxable year 
“which is to be distributed currently by the fiduciary to the beneficiaries.” ** 
Moreover, the beneficiary is taxable upon “the amount of the income of 
the estate or trust for its taxable year which is properly paid or credited 
during such year” with respect to “income received by estates of deceased 
persons during the period of administration or settlement of the estate,” 
and with respect to “income which, in the discretion of the fiduciary, 
may be either distributed to the beneficiary or accumulated.’’*® 

Amounts Required to Be Withheld. lf the trustee is required to 
accumulate all or a specified amount of the trust income, the amount 
required to be accumulated is taxable to the trust, even though it is 
credited to the beneficiary on the trustee’s books.*° A decree of the local 
court having jurisdiction over the trust is binding on the question whether 
the income is to be accumulated or distributed.2*. But, where the bene- 
ficiary has a vested right to the income, such income is currently dis- 
tributable although the instrument provides for semi-annual payments ; 
a provision for the payment of income with reasonable promptness does 
not require an “accumulation.” ** 

The more controversial cases are those in which the trust income is 

16 Rev. Act of 1918 § 219(c). 

17 Rev. Act of 1921 § 219. 

18 Rey. Act of 1924 § 219(a) (2); cf. I.R.C. § 162(b). Since the taxation to the bene- 
ficiary of currently distributable income does not depend upon the time of actual distri- 
bution, such income is taxable to him in the taxable year during which the income was 
realized by the fiduciary. If the taxable year of the beneficiary is different from that of 
the trust, his income must include the income of the trust for the taxable year ending 
within or with his own. I.R.C. § 164; cf. Blanche N. Hallowell, 5 T.C. No. 148 (1945). 

19 Rev. Act of 1924 § 219(b) (3) ; cf. I.R.C. § 162(c). 

20 T.R.C. § 161(a) (1); Canal Bank & Trust Co., 30 B.T.A. 390 (1934); see G.C.M. 
20965, 1939-1 Cum. Butt. (Part 1) 194. It has been held that income distributable to a 
subsidiary trust is not taxable to the main trust. Lynchburg Trust & Savings Bank 
v. Comm’r, 68 F. (2d) 356, (C.C.A. 4th, 1934) cert. denied 292 U.S. 640 (1934); 
George G. Allen, 40 B.T.A. 351 (1939). If the income so distributed is to be further 
accumulated by the subsidiary trust, that trust and not the beneficiary thereof is taxable 
upon the income. Angier B. Duke, 38 B.T.A. 1264 (1938). Where the income is not 
distributed to a subsidiary trust but is merely segregated in the main trust, the latter is 
taxable upon the income. Urquhart v. Comm’r, 125 F. (2d) 701 (C.C.A. 9th, 1942). The 
opinion in the latter case casts doubt upon the validity of a credit for distributions to a 
trust, interpreting the Lynchburg case as applying to a vested distribution for the bene- 
ficiary subject merely to withholding for a specified period. 

21 Estate of George H. Balzereit, 46 B.T.A. 959 (1942). 

22 Mary P. Filley, 45 B.T.A. 826 (1941). Nor does such a provision make the distri- 
bution “discretionary.” See note 32, infra. 
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generally distributable, but where the trustee is required to treat certain 
types of income as corpus, or where he is required to reduce the bene- 
ficiary’s share of current income by trust expenditures not deductible in 
the computation of taxable net income. This treatment may be expressly 
prescribed by the trust instrument, or it may be required under the local 
law controlling the allocation of trust income. In any of these cases, 
the amount not permitted to be distributed is neither deductible by the 
trust nor taxable to the beneficiary.” 

Where an amount is required to be withheld, it is sufficient that the 
amount was not distributed to the beneficiary; the trustee need not have 
set it aside for the specified purpose within the taxable year.** On the 
other hand, the beneficiary is taxable if the withholding is determined 
to have been improper.”” But, where the local law is doubtful, the action 
of the trustee under the terms of the trust instrument is presumptively 
correct. If there is reasonable doubt that the income is recoverable by 
the beneficiary, the amount withheld is not taxable to the beneficiary.” 








23 McCrory v. Comm’r, 69 F. (2d) 688 (C.C.A. 5th, 1935) (income required to pay 
grantor’s taxes); Comm’r v. Hopkinson, 126 F. (2d) 406 (C.C.A. 2d, 1942) (non- 
deductible legal fees paid out of trust income) ; Rogers Estate v. Comm’r, 143 F. (2d) 
695 (C.C.A. 2d, 1944), aff’g 1 T.C. 629 (1943), cert. denied 323 U.S. 780 (1944) (capital 
gains) ; Eisenmenger v. Comm’r, 145 F. (2d) 103 (C.C.A. 8th, 1944), rev’g 44 B.T.A. 
489 (1941), reh. B.T.A. Memo. Dkt. 99914, C.C.H. Dec. 13,453, P-H § 43,394 (1943) 
(property dividends) ; Forrest G. Pearson, 4 T.C. 218 (1944) (income required to pay 
interest on grantor’s estate tax); cf. Frick v. Driscoll, 129 F. (2d) 148 (C.C.A. 3d, 
1942) (legal fees paid for benefit of beneficiary). Where under local law the trustee 
may distribute only the net income realized after the termination of “mortgage salvage 
operations,” the beneficiary is not taxable upon interim income realized by the trust. 
Comm’r v. Gutman, 143 F. (2d) 201 (C.C.A. 2d, 1944), aff’g 1 T.C. 365 (1942). 

24 McCrory v. Comm’r, 69 F. (2d) 688 (C.C.A. 5th, 1935). 

25 DeBrabant v. Comm’r, 90 F. (2d) 433 (C.C.A. 2d, 1937); Malcom v. Comm’r, 
97 F. (2d) 381 (C.C.A. 2d, 1938). A beneficiary is taxable despite a provision in the trust 
for a discretionary power of withholding, where that provision is interpreted under local 
law as not permitting an arbitrary withholding of the type of income in issue. Doty v. 
Comm’r, 148 F. (2d) 503 (C.C.A. Ist, 1945), af’g 3 T.C. 1013 (1944). An amount with- 
held by the trustee for an erroneous tax payment is taxable to the beneficiary, at least 
where the tax is presumably recoverable by the trustee and then distributable. Marie A. 
Eisenmenger, 44 B.T.A. 489 (1941), rev’d on other grounds 145 F. (2d) 103 (C.C.A. 
8th, 1944). A somewhat similar problem has arisen where the trustee has withheld 
income because of improper distributions from corpus during the taxable year, or on 
account of excessive distributions in prior years. In these cases, the beneficiary has been 
taxed on the withheld amounts. Letts v. Comm’r, 84 F. (2d) 760 (C.C.A. 9th, 1936) ; 
Marguerite Hyde Suffolk & Berks, 40 B.T.A. 1121 (1939); see Frick v. Driscoll, 
129 F. (2d) 148 (C.C.A. 3d, 1942). 

26 John F. Lewis, Jr., 1 T.C. 449 (1943) aff'd 141 F. (2d) 221 (C.C.A. 3d, 1944). 
However, a beneficiary is taxable upon income which should have been distributed, even 
though it was withheld under the trustee’s interpretation of local law. Bedford v. 
Comm’r, 150 F. (2d) 341 (C.C.A. 2d, 1945), aff’g 2 T.C. 1189 (1943) ; see Saltonstall v. 
Comm’r, 148 F. (2d) 396 (C.C.A. Ist, 1945), remanding 2 T.C. 1099 (1943). 
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A perplexing variation of the “distributable income” problem is the 
case where the trust realizes income under Federal income tax concepts, 
but receives no money or property which can be distributed to the bene- 
ficiary. In the few cases thus far decided, the courts have held that this 
income is taxable to the beneficiary if by the terms of the trust he is 
entitled to all trust “income.” Thus, partnership income realized by the 
trust is taxable to the beneficiary, although the income was not received 
during the taxable year.** A less justifiable application of this rule 
appeared in a case involving income realized by the trust as lessor upon 
the repossession of property with improvements affixed by the lessee.** 
Although this highly conceptualistic form of income was not severable 
for distribution, the trust was allowed the deduction for income “‘dis- 
tributable” to the beneficiary.*® In a third case, the trust received a mort- 
gage as part of the selling price of its property. Part of this mortgage 
was allocable to the life beneficiary as “income.” Concededly, it was im- 
practicable for the trustee to make distribution of such part. Nevertheless, 
the court held the income taxable to the beneficiary.*° 

Amounts Permitted to Be Withheld. The trust entity is significant also 
where the trustee has the power to distribute or to accumulate all or part of 
the trust income. In such a case, the taxation of that income is dependent 
upon how the trustee exercises his discretion. The beneficiary is taxable 
upon the amount “properly paid or credited” to him; income not so paid or 
credited to the beneficiary is taxed to the trust.** Distribution is discretion- 
ary unless there is a duty to make periodic payments.*? If the distribution 


27 Caldwell v. U.S., 102 F. (2d) 607 (C.C.A. 7th, 1939). 

28 See Helvering v. Bruun, 309 U.S. 461 (1940), holding that a lessor may realize 
income upon the termination of a lease, where the tenant has erected a new building upon 
the premises or has made other improvements. The income rule of the Bruun case has 
been rejected by statute. I.R.C. § 22(b) (11), added by Rev. Act of 1942 § 115(a). 

29 Estate of Austin C. Brant, 44 B.T.A. 1306 (1941). 

30 Robert W. Johnston, 1 T.C. 228 (1942), aff'd 141 F. (2d) 208 (C.C.A. 2d, 1944), 
cert. denied 323 U.S. 715 (1944). 

31 TRC. §§ 161(a) (4), 162(c). 

32 Comm’r v. First Trust & Deposit Co., 118 F. (2d) 449 (C.C.A. 2d, 1941) ; Dorothy 
M. Orthwein, 45 B.T.A. 184 (1941). A provision for the payment of income with 
reasonable promptness does not make the distribution discretionary. Mary P. Filley, 
45 B.T.A. 826 (1941). The “discretion” referred to in the statute apparently does not 
comprehend the right of the trustee merely to withhold reasonable amounts against im- 
pairment of corpus. In such a case, the balance of the distributable income is unaffected 
by the trustee’s right, and is taxable to the beneficiary whether or not paid. See Comm’r 
v. Saltonstall, 124 F. (2d) 110 (C.C.A. Ist, 1941). 
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is discretionary, there must be either actual payment, or such a setting aside 
of the income as to make nonpayment a matter of the beneficiary’s choice. 
Otherwise, the income is taxable to the trust.** 

Similar rules are applicable to income received during the period of 
administration or settlement of an estate.** Such income is taxable to the 
estate unless actually paid or credited to the legatee, heir, or beneficiary.** 


33 Guitar Trust Estate, 34 B.T.A. 857 (1936) ; cf. John R. MacManus Trust, 44 B.T.A. 
508 (1941), rev’d on other issue 131 F. (2d) 670 (C.C.A. 6th, 1942). Where the trust 
income could have been used in the discretion of the trustee for the education and sup- 
port of beneficiaries, but where it was not so used, the trust was denied the deduction. 
State Savings Loan and Trust Co. v. Comm’r, 63 F. (2d) 482 (C.C.A. 7th, 1933). But 
the trust was entitled to the deduction for the entire amount credited to beneficiaries, 
although only part of that amount was used for their support and maintenance. Lucas v. 
Fidelity & Columbia Trust Co., 89 F. (2d) 945 (C.C.A. 6th, 1937). 

34 Because of the variations in tax treatment, it may be important to determine in a given 
year whether income is received “during the period of administration or settlement of 
the estate,” or whether the income is that of the devisee or legatee or that of a testa- 
mentary trustee. “The period of administration or settlement of the estate is the period 
required by the executor or administrator to perform the ordinary duties pertaining to 
administration, in particular the collection of assets and the payment of debts and 
legacies. It is the time actually required for this purpose, whether longer or shorter than 
the period specified in the local statute for the settlement of estates. If an executor, who is 
also named as trustee, fails to obtain his discharge as executor, the period of administration 
continues up to the time when the duties of administration are complete and he actually as- 
sumes his duties as trustee, whether pursuant to an order of the court or not.” Reg. 111, 
§ 29.162-1. The Tax Court has emphasized the provision in the regulations that an estate 
exists only until the “ordinary duties pertaining to administration” have been completed. 
The fact that the decedent’s assets continue to be administered as an open estate under 
local law was held immaterial. Estate of J. P. Armstrong, 2 T.C. 731 (1943). Shortly 
thereafter, the Tax Court stated that the time allowed is only that which is “reasonably 
necessary” to complete these ordinary duties. The case involved income realized from 
three to six years after death. Five years had elapsed between the decedent’s death and 
the beginning of probate proceedings. The decedent’s debts had been paid within one 
year of his death. A partnership business was continued by the heirs, and thereafter by 
the administrator. The Tax Court refused to recognize the existence of an estate, but 
the Circuit Court reversed. Pointing out that the probate court had approved the entire 
administration proceedings, the court held that the time consumed in administration was 
no longer than that actually required, even though it was in excess of that reasonably 
required. Frederich v. Comm’r, 145 F. (2d) 796, (C.C.A. 5th, 1944), rev’g 2 T.C. 936 
(1943); cf. J. H. Anderson, 30 B.T.A. 1275 (1934); Estate of Robert W. Harwood, 
46 B.T.A. 750 (1942). 

35 T.R.C. § 162(c). The problem of allocation of estate income is entirely eliminated 
if it is shown that the legatee, heir, or beneficiary is in fact the owner of the income- 
producing property. In such case, of course, the income is taxable in its entirety to the 
beneficiary. See Robert F. Chapman, 3 T.C. 708 (1944). A frequent application of this 
test is in the transmission of real estate by a decedent. Where under local law the 
devisee acquires immediate title to the property, he is taxable upon the rental income 
from such property. George L. Craig, 7 B.T.A. 504 (1927); Guaranty Trust Co., 30 
B.T.A. 314 (1934). Under the New York law, the power of the executor merely to 
sell the property does not vest the ownership in the executor. In such a case, any gain on 
the sale is taxable directly to the legatee. Weber v. Comm’r, 111 F. (2d) 766 (C.C.A. 2d, 
1940). As to the conversion of devised Pennsylvania realty by the direction of the 
decedent to sell, see Lehigh Valley Trust Co., 34 B.T.A. 528 (1936); G.C.M. 12771, 
XIII-1 Cum. Butt. 148; cf. Arrott v. Heiner, 92 F. (2d) 773 (C.C.A. 3d, 1937). As to 
the similar problem of deduction for estate or trust losses, see note 96 infra. 
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If the distribution is delayed because of a claim against the estate, the 
estate is taxable.** To constitute a deduction, a credit must be definitely 
allocated to the beneficiary beyond recall. Thus, the income was held 
taxable to the estate where the credit was made on the executor’s books, 
but where the income was actually used for the payment of inheritance 
tax.*” 

Basically, the same tests apply where trust income is generally distribut- 
able, but where the trustee has the discretionary power to accumulate 
certain types of income, or to offset certain types of expenses or other 
charges. Thus, the beneficiary is not taxable upon capital gains which the 
trustee has allocated to corpus.** Conversely, the beneficiary's share of 
trust income is reduced by capital losses which the trustee has charged 
against income.*® And the beneficiary's income is likewise reduced by life 
insurance premiums which the trustee is authorized to deduct from cur- 
rent income.*® Similarly, amounts properly deductible as reserves for 
corpus are not taxable to the beneficiary.** 


36 Comm’r v. Stearns, 65 F. (2d) 371 (C.C.A. 2d, 1933), cert. denied 290 U.S. 670 
(1933). 

37 Estate of C. R. Hubbard, 41 B.T.A. 628 (1940). The importance of this requirement 
is illustrated in Effie Reed Buckner, 45 B.T.A. 544 (1941). In that case the Commissioner 
contended that the estate had made distribution of a partnership interest to a testamentary 
trust, and that the partnership income was taxable to the beneficiary as currently dis- 
tributable income of that trust. The Board found that the partnership interest was 
retained by the executor during the taxable year, and that only the amount actually dis- 
tributed by the executor was taxable to the beneficiary. On the other hand, the estate was 
held not taxable upon income actually distributed to a testamentary trust for the benefit 
of the decedent’s widow, even though the widow subsequently elected to take her 
statutory portion in lieu of the testamentary provision. George W. Crawford Estate, 
46 B.T.A. 436 (1942), app. dism’d (C.C.A. 3d, 1942) ; see Estate of Robert W. Harwood, 
3 T.C. 1104 (1944); James M. McCandless Estate, T.C. Memo. Dkt. 314 C.C.H. Dec. 
13,871, P-H { 44,119 (1944), cf. Estate of Peter A. Bruner, 3 T.C. 1051 (1944). 

38 Judson v. U.S., 15 F. Supp. 62 (Ct. Cl., 1936) ; see John B. Paine, 2 T.C. 179 (1943). 

39 Nellie S. Alexander, 36 B.T.A. 929 (1937); Florence H. Thornton, 5 T.C. No. 143 
(1945). 

49 Mary H. Cadwalader, 27 B.T.A. 1078 (1933). Similarly, as to income used to pay 
interest on a tax liability. Elizabeth F. Wade, 5 T.C. 394 (1945). 

41 New York Title & Mortgage Co. Certificate Trustees, 2 T.C. 990 (1943). Thus, the 
income of the beneficiary may not exceed the amount determined by the trustees to be 
currently distributable, where the trustees were authorized to withhold a part of the 
gross income of the trust as a depreciation reserve; so long as the trustees’ determination 
was binding upon the beneficiary, it is immaterial that the amount withheld was not a 
proper depreciation deduction for the purpose of computing the net income of the trust. 
Comm’r vy. Saltonstall, 124 F. (2d) 110 (C.C.A. Ist, 1941); see John F. Lewis, Jr., 
1 T.C. 449 (1943), aff'd 141 F. (2d) 221 (C.C.A. 3d, 1944) discussed at note 26 supra. 
Similarly, amounts properly withheld to restore bond premium are not taxable to the 
beneficiary, although such amounts are not deductible in computing net income. Emma B. 
Maloy, 45 B.T.A. 1104 (1941). 
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Discretion of Beneficiary. Is income taxable to a beneficiary who exer- 
cises a discretionary right to reject that income? Where income is properly 
withheld within the discretion of trustees it is not taxable to the beneficiary, 
even though the trustees are the beneficiary and an “amenable” cotrustee.*? 
On the other hand, where the beneficiary is entitled to current distribution, 
his acquiescence in an accumulation for his benefit does not serve to deflect 
his income to the trust.** The beneficiary is properly taxed upon such 
income because he is using the trust as a savings bank. 

A more difficult problem arises, however, where the beneficiary has the 
sole discretion, as trustee or otherwise, to accept the trust income or to 
reject it in favor of the trust or others. The courts have been reluctant to 
decide whether such trust income is currently distributable to the bene- 
ficiary.** The clearest case on the subject is Mallinckrodt v. Nunan.** 
There, the beneficiary had the discretionary right to receive income of a 
trust created by his father. Upon his failure to exercise that right for the 
taxable year, the income was added to corpus for the benefit of designated 
members of the grantor’s family. The beneficiary and a trust company 
were cotrustees with extensive management powers. With the consent 
of the trust company, the beneficiary had a sole power of appointment by 
will. The difficulty of the problem is indicated by the refusal of the Tax 
Court and the Circuit Court to decide the case under section 162. With 
four dissents, the Tax Court held that the combination of the beneficiary’s 
right to income and his rights of “ownership” with respect to tax corpus 
resulted in his taxation under section 22(a) upon income which he did not 
elect to take. In affirming, the Eighth Circuit did not mention any of the 
powers other than his present right to the income, but held that this was 


42 Plimpton v. Comm’r, 135 F. (2d) 482 (C.C.A. Ist, 1943). 

43 Leonard Marx, 39 B.T.A. 537 (1939) ; G.C.M. 23164, 1942-1 Cum. Butt. 168. 

44In the Plimpton case (cited note 42 supra), the court refused to forecast the result 
in such a situation. In Adolphus Busch, III, 3 T.C. 547 (1944), the beneficiary, who had 
the right to trust income on making a written request therefore, was held taxable where 
he directed that the income be used to discharge a lien created by the grantor which 
covered the trust corpus but not the trust income. The result in this case can be justified 
on the ground that the release of the lien on the corpus was in the ultimate interest of 
the beneficiary, particularly since he had a power of appointment over the corpus. In 
Frank v. Comm’r, 145 F. (2d) 413 (C.C.A. 3d, 1944) aff’g 2 T.C. 1157 (1943), the basic 
issue was again skirted. The beneficiary was held taxable upon failure of proof that she 
had relinquished her future right to the income which she had rejected during the 
taxable year. The court indicated, however, that the result might have been the same 
even if such relinquishment had been proved. 

45146 F. (2d) 1 (C.C.A. 8th, 1945), aff’g 2 T.C. 1128 (1943), cert. denied 324 U.S. 
871 (1945). 
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sufficient for the application of section 22(a).*® Upon the strength of the 
Mallinckrodt case, the majority of the Tax Court has since held, in 
Edward R. Stix," that the “primary beneficiary” is taxable upon trust 
income which was actually distributed to others. Under the terms of the 
trust in that case, the income was payable to the beneficiary, unless he and 
a cotrustee elected to distribute it to his children.** It may be noted that 
this is an extension of the Mallinckrodt case, where the unclaimed income 
was accumulated in trust subject to the primary beneficiary’s future con- 
trol. The result, of course, is paradoxical and unrealistic. A refusal to 
accept income from a trust created by another should not carry with it an 
obligation to pay income tax.*® 

The criticism can also be predicated upon firm legal grounds. For some 
time prior to 1940, the government was developing the argument that the 
grantor of a trust may retain a sufficient dominion over the property to 
be treated as the “owner” of that property, and that the trust income may 
be taxed to him under the broad definition of income in section 22(a). 
In 1940 the government won its point in the celebrated case of Helvering v. 
Clifford.°° If the grantor has “retained the substance of full enjoyment of 
all the rights which previously he had in the property,” the existence of the 
trust can be ignored and with it the limitations of section 162. The trust 
income can then be taxed to him under section 22(a). The principle of the 
Clifford case has been properly extended to impose tax upon one other than 
the grantor, even though that tax could not be justified under section 162. 
Thus, where a beneficiary has the right to revoke the trust in his own favor, 
even trust income which he never receives is taxable to him.** In the 

46 A similar result was reached in Edward E. Bishop, 4 T.C. 826 (1945), where the 
taxpayer, the beneficiary of a trust created by her husband, had the right to income, plus 
a right to accumulated income and a part of corpus in the event of “illness or other 
extraordinary circumstances,” plus a general testamentary power of appointment; 
moreover, the taxpayer was the grantor-trustee of a reciprocal trust for her husband. 

474 T.C. 1140 (1945) ; see Blanche N. Hallowell, 5 T.C. No. 148 (1945). 

48 This election was held to be a gift of the income. As to the gift tax problem, see 
Cerf v. Comm’r, 141 F. (2d) 564 (C.C.A. 3d, 1944) ; H. Smith Richardson, B.T.A. Memo 
Dkt. 95770, C.C.H. Dec. 13,610, P-H {[ 43,496 (1943) ; cf. Comm’r v. Solomon 124 F. (2d) 
86 (C.C.A. 3d, 1941) ; Edith E. Clark, 47 B.T.A. 865 (1942). 

49 The possibility of a gift tax adds insult to injury. See note 48 supra. 

50 309 U.S. 331 (1940). 

51 In H. S. Richardson, 42 B.T.A. 830 (1940) aff’d 121 F. (2d) 1 (C.C.A. 2d, 1941), 
cert. denied 314 U.S. 684 (1941), a trust created by the wife designated her husband as 
trustee. In addition to exercising management powers, the husband could revoke the 
trust, in which event the corpus was to belong to him. The right of the husband to 
appropriate the corpus for himself justified taxing the income to him under I.R.C. § 
22(a). Similarly, in Ella E. Russell, 45 B.T.A. 397 (1941), the right of the wife, under a 
trust created by the husband, to withdraw any part or all of the principal for her own 
use was the basis for taxing all trust income to the wife. But, in Simonds v. Hassett, 
58 F. Supp. 911 (D. Mass., 1945), the court refused to tax the beneficiary where her 
right to the trust corpus was subject to the consent of the trustees. 
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absence of a power of revocation, however, a beneficiary is not taxable 
merely because he has been given other powers which would be broad 
enough to warrant taxation of a grantor.°? At the very least, a person not 
the grantor must be in a position to benefit personally by the exercise of 
his powers over the trust corpus.** This is still far short of a ru'e which 
would tax such a person merely because he had an unexercised right to the 
income.** This is not an incident which compels the disregard of the trust’s 
existence. The tests which section 162 sets up for the taxation of trust 
income should be controlling. 

The basic rules for the taxation of trust income are sound, and, on the 
whole, have been reasonably applied by the courts. The guiding principle 
has been to tax the beneficiary upon that part of the trust income which 
belongs to him, and to make the trust the taxpaying entity upon that part 
which cannot realistically be attributed to the beneficiary. The tendency to 
short-circuit the trust has been carried a little too far in the case of a dis- 
cretionary rejection of income. But, this trespass is not easily remediable 
through an amendment of section 162. It is in fact an incidental feature 
of the broader problem of the Clifford rule, and it may be expected that 
the courts will eventually draw the line between corpus ownership and an 
unexercised power to obtain income. 


III. THe Entity LoopHoLe AND THE 1942 Act 


Any loopholes which existed in the pre-1942 statute did not arise from 
an outright exemption of income realized by the trust* All that income had 


52Jn Plimpton v. Comm’r, 135 F. (2d) 482 (C.C.A. Ist, 1943), the trust was created 
by the taxpayer’s son, out of the corpus of a trust originally created by the taxpayer 
which had terminated in favor of the son; the court found that there had been no col- 
lusion in the termination, and that the taxpayer was not the actual grantor of the trust. 
But, in Jergens v. Comm’r, 136 F. (2d) 497, (C.C.A. 5th, 1943) cert. denied 320 U.S. 784 
(1943), the grantor’s husband was held taxable where he had “unfettered command” 
over the trust corpus, despite a dissenting opinion which contended that the trust con- 
ferred only the management powers which a husband ordinarily has over his wife’s 
property under Florida law. 

53 In Sidney R. Newman, 5 T.C. No. 71 (1945), the taxpayer was the husband of the 
grantor, and as trustee had the power to “revoke,” “alter,” or “amend.” These powers 
were interpreted as not exercisable for his own benefit, and his power to divert the trust 
corpus from the child beneficiaries to his wife was held not sufficient to warrant the 
tax. See William W. Bolton, 45 B.T.A. 317 (1941); Archer L. Bolton, 45 B.T.A. 321 
(1941) ; W. C. Cartinhour, 3 T.C. 482 (1944). 

54 It has been held that a taxpayer is not taxable upon the income of a trust created by 
another even though he had the unexercised power to use such income for the support 
of his own dependent. Frank E. Joseph, 5 T.C. No. 129 (1945). In contrast, of course, 
is the case where the beneficiary actually uses the income for this purpose. Here the only 
question is whether the beneficiary or the dependent is taxable on the income so used. 
Where that use has been directed by the instrument, the dependent is the true beneficiary. 
Irene O’D. Ferrer, 20 B.T.A. 811 (1930) ; cf. Virginia White, 5 T.C. No. 133 (1945). 
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to be reported on the returns of either the trust or the beneficiary. The 
only problem was determining which of the two taxpayers was to bear the 
tax burden. This allocation problem, however, became increasingly im- 
portant as surtax rates began to press heavily on higher income brackets. It 
is obvious that a lower tax is paid by a trust which has only $10,000 income, 
than would be borne by an individual who has to add that $10,000 to his 
own $50,000 income.** For that matter, a beneficiary with no other 
income would save tax if a foresighted grantor had arranged to have 
the $10,000 trust income taxed to five different trusts.°® 

Tax justice dictates that a beneficiary pay the tax upon income which is 
economically his. Nevertheless, in the course of judicial interpretation of 
pre-1942 law, there developed three types of situation in which this prin- 
ciple was overridden. These may be roughly characterized as (1) annuity 
trusts, (2) corpus distribution trusts, and (3) delayed distribution trusts. 
In each of these situations, the language of the tax statute became en- 
tangled with artificial concepts of trust law, and the basic philosophy of 
trust taxation was perverted. The result normally was unjustifiable tax 
avoidance. 

Annuity Trusts. In Burnet v. Whitehouse,’ the Supreme Court held 
that an annuity payable in any event is not taxable as income to the bene- 
ficiary, even though there was in fact sufficient income for the taxable 
year to make the entire payment, and even though the distribution was 
actually made from such income. That distribution is received as a gift or 
bequest, not as income, and is therefore subject to the specific statutory 
exemption.** The converse problem arose shortly thereafter in the Pardee 


55 Statement of Randolph Paul, Tax Adviser to the Secretary of the Treasury, Hear- 
ings before Committee on Ways and Means, 77th Cong. Ist Sess. (1942) 90; H. Rep. 
No. 2333, 77th Cong., Ist Sess. (1942) 67. 

56 A separate return is to be filed for each trust, even though each has the same grantor 
and the same trustee, and even though the trusts are created by the same instrument and 
the trust corpora are commingled. United States Trust Co. v. Comm’r, 296 U.S. 481 
(1936) ; Helvering v. McIlvaine, 296 U.S. 488 (1936); Helms Bakeries, 46 B.T.A. 308 
(1942); Kohtz Family Trust, 5 T.C. No. 63 (1945); cf. Huntington Nat'l Bank v. 
Comm’r, 90 F. (2d) 876 (C.C.A. 6th, 1937). As to the effect of a state court decree upon 
the number of trusts, see Trust A, No. 3586, 46 B.T.A. 846 (1942). Where the income 
is taxable to the fiduciary, the device of multiple trusts is an obvious method of reducing 
the surtax brackets upon the aggregate trust income. See MacManus v. Comm’r, 131 
F. (2d) 670 (C.C.A. 6th, 1942), rev’g 44 B.T.A. 508 (1941) ; Wachovia Bank & Trust 
Co., T.C. Memo Dkt. 1899, C.C.H. Dec. 14,001, P-H {] 44,217 (1944). 

57 283 U.S. 148 (1931). 

58 Rev. Act of 1921 § 213(b) (3), stated, “The term ‘gross income’... does not 
include . . . the value of property acquired by gift, bequest, devise, or descent (but the 
income from such property shall be included in gross income). ...” This statute was 
carried into the Code substantially without change until amendment by the 1942 Act. 


LR.C. § 22(b) (3). 
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case.°° As has been noted above,®° the court held the trust taxable upon 
such a distribution simply because the statute must be applied reciprocally 
between beneficiary and trustee. These basic rules were perforce accepted 
by the lower courts,*’ although their patent artificiality has lately induced 
some finespun distinctions.** By 1942, however, Congress was forced to 
recognize that the Whitehouse and Pardee decisions were firmly embedded 
in the existing tax structure, and that a new statute was required to pre- 
vent the avoidance latent in the “annuity’’ principle. 
As amended by the 1942 Act, the Code now provides : 


In cases where the amount paid, credited, or to be distributed can be 
paid, credited, or distributed out of other than income, the amount paid, 
credited, or to be distributed (except under a gift, bequest, devise, or 
inheritance not to be paid, credited, or distributed at intervals) during the 
taxable year of the estate or trust shall be considered as income of the 
estate or trust which is paid, credited, or to be distributed if the aggregate 
of such amounts so paid, credited, or to be distributed does not exceed the 
distributable income of the estate or trust for its taxable year. If the 
aggregate of such amounts so paid, credited, or to be distributed during 
the taxable year of the estate or trust in such cases exceeds the distributable 
income of the estate or trust for its taxable year, the amount so paid, 
credited, or to be distributed to any legatee, heir, or beneficiary shall be 
considered income of the estate or trust for its taxable year which is paid, 
credited, or to be distributed in an amount which bears the same ratio to 
the amount of such distributable income as the amount so paid, credited, 
or to be distributed to the legatee, heir, or beneficiary bears to the aggregate 
of such amounts so paid, credited, or to be distributed to legatees, heirs, 
and beneficiaries, for the taxable year of the estate or trust... . % 


59 Helvering v. Butterworth, 290 U.S. 365, 370 (1933). 

6° Supra note 6. 

61 McDermott v. Comm’r, 150 F. (2d) 585 (App. D. C., 1945) ; Bridgeport-City Trust 
Co., 32 B.T.A. 1181 (1935), aff'd 84 F. (2d) 991 (C.C.A. 2d, 1936) ; Arthur U. Crosby, 
34 B.T.A. 433 (1936) ; Northern Trust Co., 4 T.C. 529 (1944). 

62 With little difficulty, the Board distinguished the Whitehouse and Pardee cases 
where the invasion of corpus was within the discretion of the trustee. John K. Howard, 
34 B.T.A. 57 (1936) ; Georgie W. Rathborne, 37 B.T.A. 936 (1938); Franc M. Curry, 
5 T.C. No. 66 (1945). With less justification, the Tax Court and the Eighth Circuit have 
held that income distributions were taxable to the beneficiary, although he had the right 
to request an additional payment from corpus, if his own annual income plus that re- 
ceived from the trust was less than a prescribed amount. Belle G. Frankel, 3 T.C. 231 
(1944), aff'd 144 F. (2d) 1023 (C.C.A. 8th, 1944). But, a contrary result was reached 
where the right to corpus depended solely upon the amount of trust income, and where 
the beneficiary had made the necessary request. Coleman v. Comm’r, 151 F. (2d) 235 
(C.C.A. 3d, 1945), rev’g 3 T.C. 943 (1944). The majority of the court in that case 
indicated disagreement with the Frankel decision. If the Frankel case is good law, it is 
only because the Whitehouse and Pardee cases were basically unsound. 

63 T.R.C. § 162(d) (1), as amended by Rev. Act of 1942 § 111(c). 
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Under this statute, it is immaterial that a specified amount is to be paid 
the beneficiary, and that any deficiency in the income is to be made up out 
of corpus. If there is actually sufficient “distributable income” to meet the 
distribution, such amount is taxable to the beneficiary and deductible by the 
fiduciary.** If “distributable income” is less than the amount actually dis- 
tributed, the beneficiary’s income is limited to the lesser amount.*° The 
principle of the 1942 amendment is clearly sound. The only criticism is 
that it recognizes and perpetuates a distinction between amounts distri- 
butable ‘‘out of income,” and amounts which are distributable “out of 
income or corpus.” This in large part accounts for the complexity of the 
present statute and the bewildering examples in the regulations.°* The 
statute should have focused not upon the source of the distribution, but 
upon the receipt by the beneficiary of an amount which should have borne 
the tax. All that was needed was a statute which overruled the White- 
house and Pardee cases by a simple statement that the source of the pay- 
ment is irrelevant. The statute should have been framed by relating the 
“amount” of distribution to the amount of trust income. 

Corpus Distribution Trusts. This loophole arose out of the same con- 
cept that a beneficiary could be taxed only upon amounts distributed to him 
as income. It occurred usually in two situations. One was the case where 
income of a trust was accumulated for distribution upon the beneficiary's 
attaining a specified age; the second was the case where accumulated in- 
come of an estate was paid to a residuary legatee upon termination of the 
estate.°’ In both of these cases the bulk distribution was more easily 
characterized as a corpus distribution than was the annuity distribution 
which the Supreme Court treated as corpus in the Whitehouse and Pardee 
cases. In the trust cases, the lower courts reached that result without diffi- 
culty. The income earned by the trust during the year in which the ac- 
cumulation was terminated, but prior to the actual date of termination, was 


64 The problem of delayed annuity distributions is discussed at note 77 infra. 

65 Reg. 111, § 29.162-2(a). The inclusion of the local law test in the definition of 
“distributable income” is discussed in Part IV, below. If the annuity is tax-free to the 
beneficiary under a provision requiring the trust to pay the income tax resulting from the 
annuity, the tax payment by the trust will be income to the beneficiary under the same 
rule applicable to the annuity itself. Reg. 111, § 29.162-2(a). 

66 See Reg. 111, § 29.162-2(a). 

67 Sen. Rep. No. 1631, 77th Cong. 2d Sess. (1942) 71. A variation of the latter situation 
was where periodic distribution of estate income was identified as made from income of 
a prior year. Ethel S. Garrett, 43 B.T.A. 645 (1941), on reconsideration 45 B.T.A, 848 
(1941). 
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held taxable to the trust.°* The estate cases presented more difficulty be- 
cause the characterization of the distribution under local law was itself a 
confused subject. The form of the income, the nature of the distribution, 
and the type of beneficiary were all to be considered. In the main, where 
the distribution was construed under local law as chargeable against 
corpus, the beneficiary was permitted to escape tax.®® In each of these cases 
the result was technically required by the rationale of the Whitehouse and 
Pardee cases. Nevertheless, realistic justification for the result was as 
completely lacking here as in the annuity cases. The income realized dur- 
ing the taxable year of distribution belonged to the beneficiary, and he 
should have been the one to pay the tax. 


68 Spreckels v. Comm’r, 101 F. (2d) 721 (C.C.A. 9th, 1939); Comm’r v. Clark, 
134 F. (2d) 159 (C.C.A. 2d, 1943). The same rule was applied even where distribution 
was discretionary prior to the beneficiary’s attaining majority, if distribution of the 
accumulated income was mandatory after that time. Roebling v. Comm’r, 78 F. (2d) 
444 (C.C.A. 3d, 1935) ; Comm’r v. Shelden, 134 F. (2d) 615 (C.C.A. 6th, 1943) ; William 
S. Towne, 42 B.T.A. 1046 (1940), app. dism’d (C.C.A. 9th, 1941). Contra Cowles v. U.S. 
50 F. Supp. 243 (Ct. CL, 1943). 

69 Commingling of income with corpus before distribution has been held to make the 
entire distribution one of corpus. Anderson’s Estate v. Comm’r, 126 F. (2d) 46 
(C.C.A. 9th, 1942), cert. denied 317 U.S. 653 (1942). Distribution was held to be from 
corpus where it was made after the close of administration. S. F. Durkheimer, 41 B.T.A. 
585 (1940). The fact that the beneficiary was a testamentary trust has been held to 
make the payment a distribution from corpus. Weigel v. Comm’r, 96 F. (2d) 387 
(C.C.A. 7th, 1938). This last case has been distinguished on the grounds that the 
income had been derived from the sale of corpus, and that the will required such income 
to be treated as corpus. Ida A. White Estate, 41 B.T.A. 525 (1940), app. dism’d (C.C.A. 
6th, 1940); cf. Anna M. Chambers, 33 B.T.A. 1125 (1936). In Weber v. Comm’r, 
111 F. (2d) 766 (C.C.A. 2d, 1940), the Second Circuit stated that capital gains paid to 
individual beneficiaries were to be distributed as income. But, the dictum in that case was 
virtually disavowed by the same court in Rogers’ Estate v. Comm’r, 143 F. (2d) 696 
(C.C.A. 2d, 1944), aff’g 1 T.C. 629 (1943), cert. denied 323 U.S. 780 (1944), where 
capital gains were held to be corpus under the terms of the will and under local law. 
See Burchenal v. Comm’r, 150 F. (2d) 482 (C.C.A. 6th, 1945). Moreover, payment to a 
testamentary trust has been held to be an income distribution, to the extent of that 
year’s income, where that was the executor’s “intent.’””, Comm’r v. Bishop Trust Co., 
136 F. (2d) 390 (C.C.A. 9th, 1943) ; see G.C.M. 24749, Int. Rev. Buti. 1945-18-12134; 
cf. Itola M. E. Ransom, 2 T.C. 647 (1943). The test of “intent” was emphasized in 
Comm’r v. Crawford’s Estate, 139 F. (2d) 616 (C.C.A. 3d, 1943), where an individual 
residuary legatee was held taxable to the extent of income distributed during the taxable 
year, even though the amount properly distributable was not determined until a later 
year. The observation had been made that all of the “corpus distribution” decisions 
were in cases involving residuary legatees; income realized upon a specific legacy and 
distributed to the legatee is taxable to him. Charles L. Grigg Estate, B.T.A. Memo. 
Dkt. 112473, C.C.H. Dec. 13,769, P-H {] 44,045 (1944). On the other hand, it would seem 
that an amount distributed in discharge of a pecuniary legacy should not shift the tax 
burden to the legatee, even though the source of distribution is estate income. See 
G.C.M. 24702, Int. Rev. Butt. 1945-19-12141, and discussion at note 110 infra. 
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The 1942 Act inserted one sentence to plug this loophole : 


As used in this subsection, ‘income which is to be distributed currently’ 
includes income for the taxable year of the estate or trust which, within 
the taxable year, becomes payable to the legatee, heir, or beneficiary.”° 


As in the case of the annuity statute, Congress's heart was again in the 
right place, but the fundamental error persisted. Here, too, the emphasis is 
upon “income ... which . . . becomes payable.” This still leaves open 
the question of whether corpus distributions are covered by the statute.”* 
Clearly, the statute should have been written in terms of “amounts which 
become payable.” That is, within the limits of the income realized by the 
estate or trust, the beneficiary's tax should be determined solely by the 
amount he receives, not by the nature or source of the distribution. The 
solution lies in a complete discarding of the income concept as a basis 
for the beneficiary's tax. If the annuity loophole had been properly closed, 
the same sentence would automatically have covered corpus distributions. 

Delayed Distribution Trusts. The first two types of tax avoidance were 
grounded upon the distinction between income and corpus distributions 
under trust law. The third involved a concept of “tax corpus.” The most 
widely used form was the so-called “January 2 trust”; the instrument 
would provide that distribution of the year’s income should be made to the 
beneficiary on January 2 of the following year, but only if he was then 
alive. Thus, if the trust had $10,000 income for the calendar year 1940, it 
would distribute $10,000 in 1941, irrespective of its income for 1941. 


70 L.R.C. § 162(b), as amended by Rev. Act of 1942 § 111(b) ; Reg. 111, § 29.162-1(c). 
A third situation, and one which is still far from clear under the 1942 Act, is the case of 
a widow’s allowance. Prior to that Act the regulations stated, “A statutory allowance 
paid a widow is not deductible from gross income.” Reg. 103, § 19.162-1; see I.T. 3074, 
1937-1 Cum. Butt. 153; Charles H. Franklin Estate, 43 B.T.A. 612 (1941). A logical 
corollary would seem to be that such amount was not taxable io the widow. But see 
Blanche M. Haines, B.T.A. Memo. Dkt. 110769, C.C.H. Dec. 13,276, P-H { 43,279 (1943). 
Of course, these rules did not apply to amounts received by a widow as her share of 
estate income during administration. See Milton H. Friend, 40 B.T.A. 768 (1939), 
aff'd on other issues 119 F. (2d) 959 (C.C.A. 7th, 1941), cert. denied 314 U.S. 673 
(1941); Estate of L. W. Mallory, 44 B.T.A. 249 (1941). The regulations now state, 
“A statutory allowance paid a widow is not deductible from gross income, except to the 
extent that under the principles of section 29.162-2 such allowance is taxable to the 
widow.” Reg. 111, § 29.162-1. Except for an oblique reference to the problem in connec- 
tion with “delayed distributions,” § 29.162-2 of the regulations is not excessively helpful. 
Under the “principles” of that latter section, an allowance would seem to be taxable to 
the widow if there is sufficient estate income to cover the distribution for that taxable 
year. It may be doubted, however, whether such a distribution puts the widow in the 
class of a “legatee, heir, or beneficiary.” 

71 The question was answered in the affirmative, albeit with some difficulty, in 
G.C.M. 24702, Int. Rev. Butt. 1945-19-12141. It may be noted that the ruling relies more 
upon the Senate Committee report, than upon the language of the statute. 
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With impeccable logic, it was held that the $10,000 income realized by the 
trust during 1940 could not be considered “currently distributable” by 
reason of the $10,000 distribution in 1941."? The trust, therefore, paid the 
tax upon its $10,000 income. Did it necessarily follow, however, that the 
beneficiary should escape tax when he obtained that income in 1941? There 
was nothing in the statute which specified that corollary; but there did 
exist the fundamental philosophy of the Pardee case that the tax of the 
trust and the tax of the beneficiary were mutually exclusive."* In other 
words, it was a tax-exempt “gift” to the beneficiary, simply because the 
trust’s prior payment of the tax had transformed the income into corpus.”* 

It is interesting to note that the government never argued that a January 
2 distribution could be taxed to the beneficiary by reason of the income 
earned by the trust during the balance of that year. Suppose, in the case 
considered above, that the trust income for 1941 was $15,000. Could the 
$10,000 distribution on January 2, 1941, be treated as 1941 income to 
the beneficiary, on the ground that the 1941 trust income exceeded 
$10,000? If it could, then the trust would be taxable only upon $5,000 
for 1941. This very practical and desirable result was apparently fore- 
closed by the statutory language. The beneficiary could be taxed only 
upon a distribution traceable to the trust income for the taxable year. Since 
the 1941 distribution could not be traced to 1941 trust income, and since 
the 1940 trust income had become “tax corpus” at the end of 1940, there 
was no point at which the vicious circle could be broken. The trust would 
be taxable, and the beneficiary would be exempt, in perpetuity. 

It is apparent from the foregoing that this avenue of tax escape could 
have been blocked at either end by appropriate legislation. Obviously, 
however, the results would vary greatly under the two choices offered. 
Unfortunately, the 1942 Act chose the wrong exit. It preserved the re- 
quirement that the beneficiary’s income be traced to its source in trust 
income, and permitted such tracing by disregarding the barrier of the 
taxable year. This was accomplished by two separate devices. 

The first is the so-called “65-day rule,” which covers the normal “Jan- 
uary 2 trust.”” Where trust income becomes payable within the first 65 
days of the taxable year following the year in which such income was 
realized by the trust, distribution is deemed to have been made on the last 
day of the year in which the income was realized.**° The result in such a 

72 Comm’r v. Dean, 102 F. (2d) 699 (C.C.A. 10th, 1939) ; G.C.M. 21799, 1940-1 Cum. 
Butt. 159. With somewhat more difficulty, the same result was reached where the date 
of distribution was January 1. Graham v. Miller, 137 F. (2d) 507 (C.C.A. 3d, 1943). 
This basic principle is still recognized. Reg. 111, § 29.162-2(b). 

73 See note 6 supra. 


74 Comm’r v. Dean, 102 F. (2d) 699 (C.C.A. 10th, 1939). 
™ T.R.C. § 162(d) (3) (A), added by Rev. Act of 1942 § 111(c). 
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case, therefore, is that the income earned during the year prior to the 
distribution is not taxed to the trust, but is taxed to the beneficiary as of 
the prior year. Except for the fact that this rule may involve keeping 
open the books of the trust and of the beneficiary until ten days before the 
due date of their income tax returns,” this is an equitable solution of the 
“January 2 trust” problem. 

It was obvious, however, that this solution was incomplete, because 
there would be nothing to prevent a grantor from requiring distribution 
of each year’s trust income on the succeeding March 15. So Congress 
adopted a second device, the “12-month rule.’’ Under this rule, if trust 
income is distributable more than 65 days after the end of the year in 
which it was realized, the beneficiary reports the income in the year of 
distribution and the trust obtains a deduction for the same year.’* This 
rule sounds plausible on its face, but it can operate very unfairly. In the 
first place, there is always double taxation of the first year’s income. Thus, 
if a trust created in 1942 earns $10,000 in that year, and makes distri- 
bution on March 15, 1943, the trust pays tax on $10,000 in 1942, and the 
beneficiary pays tax on the same $10,000 in 1943. Of course, if the trust 
has $10,000 income in 1943, which is not distributable until March 15, 
1944, it does not pay tax on that income. But, if the trust terminates 
early in 1944, the beneficiary will pay tax in 1944 upon that 1943 income, 
so that three taxes will have been paid upon two years’ income. Moreover, 
it is apparent that under this rule there can be some degree of double taxa- 
tion every second year, if the trust has fluctuating annual income. This is 
so because the deduction to the trust for,the distribution of high income 
will be allowable in the year of low income, and thus produce a “minus”’ 
net income for the trust. On the other hand, the deduction for the dis- 
tribution of low income will leave the trust with taxable income for the 


76 The technique here is somewhat the same as that of I.R.C. § 24(c), which permits 
payment of expenses and interest to related taxpayers within two and one-half months 
after the close of the taxable year. It may be noted, however, that the taxpayer in such 
a case normally has more control over the payment than does the trustee in a delayed 





distribution trust. 

77 TR.C. § 162(d) (2), added by Rev. Act of 1942 § 111(c); Reg. 111, § 29.162-2(b). 
There is a rather inexplicable hiatus in the “12-month” rule in the case of delayed annuity 
distributions. If the distribution is within the first 65 days of the taxable year, a 
proportionate part of the annuity is taxed to the beneficiary in the prior taxable year. 
If, however, the distribution is made after the 65-day period, then only § 162(d) (1) 
operates, and the beneficiary’s income is limited to the trust income for the year of 
distribution. I.R.C. § 162(d)(3)(B). Thus, in the case of a distribution of a biennial 
annuity on March 1, the entire trust income will normally be taxed to the beneficiary 
under the combined operation of § 162(d) (3) (B) and § 162(d) (1). A March 15 distri- 
bution, however, would normally result in the splitting of income between the trust and 
the beneficiary. 
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year of high income. Meanwhile, the beneficiary has been paying tax upon 
the entire trust income.”* 

These inequities in the “12-month” rule soon convinced Congress that 
its cure was worse than the disease. Again, two alternatives were open. 
The theoretically correct solution would have been to grant a refund to the 
trust of the tax paid upon income which was subsequently taxed again to 
the beneficiary. The procedural complications of such a solution, however, 
were obviously unpalatable. So Congress chose instead to relieve the 
beneficiary of the second tax. It accomplished this by providing that, if 
a deduction for distribution is in excess of the trust net income for the 
taxable year, that excess is not to be treated as income to the beneficiary.” 

This “relief” provision takes a long road to reach a very simple result. 
When the original “loophole” statute and the “relief” amendment are 
read together, the rule is that the beneficiary must pay tax each year on the 
amount of trust income for that year, but not in excess of the amount 
distributable to him in that year. Correspondingly, any trust income not 
taxable to the beneficiary is taxable to the trust. This rule is entirely 
sound, both theoretically and practically. It does not matter that the 
distribution for the year is not attributable te the trust income for that 
year. Each year, the amount of trust income for that year which becomes 
available to the beneficiary in that year is taxable to him. It would be very 
easy for a statute to recite that basic proposition. Instead, the statute now 
requires a tracing of the trust income to the beneficiary, and then permits 
relief from “excess deductions” resulting from this tracing. 

There is another and more complex feature of the rule which merits 
attention. Both the “65-day” and “12-month” rules were designed to 
supplement the amendment of section 162(b) in connection with “corpus 
distribution” trusts. As noted under the preceding subheading, where a 
trust cecumulation for a minor or an estate accumulation for a residuary 
legatee becomes payable within the taxable year, the 1942 Act was designed 
to tax the beneficiary upon the income of the trust or estate earned during 
that year. In addition, the “delayed distribution” rule was intended to tax 
the beneficiary upon the income of the trust or estate for the 12-month 


’ 


78 The regulations give a rather unsatisfactory example of the operation of the “12- 
month” rule. A case is assumed where income from July 1 to June 30 is distributable on 
the latter date, with the result that the income for that 12-month period becomes taxable 
to the beneficiary. Of course, the income for the last six months of that period would be 
taxable in any event under I.R.C. § 162(b). In this case, therefore, the “12-month” rule 
is required to operate upon only six months’ additional income. See Reg. 111, 
§ 29.162-2(b), Example (1). 

79 T.R.C. § 162(d) (4), retroactively added by Rev. Act of 1943 § 133; Reg. 111, 
§ 29.162-2(d). 
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period preceding the taxable year of the distribution.*° If the distribution 
is within the first 65 days of the taxable year, that income is taxed to the 
beneficiary in the preceding taxable year. If the distribution is after the 
first 65 days, the prior year’s income is taxable to the beneficiary in the 
year of distribution, and produces a corresponding deduction to the trust 
or estate in that later year.** Since this latter case will almost inevitably 
produce double taxation, the 1943 relief provision practically nullifies that 
part of the 1942 amendment.* It is clear that no practical and equitable 
method for taxing the beneficiary can be devised. This, it is submitted, is 
for the very good reason that it is not a “loophole” which requires atten- 
tion. The trust or estate is the proper taxpayer in such a case, and the 
statute should simply and directly recognize that result. 

In its report on the 1943 Act, the Senate committee expressed its sym- 
pathy with the objectives of the 1942 amendments, but registered its 
dissatisfaction with the statutory pattern for treating delayed distributions. 
“Therefore, the technical staffs have been instructed to examine this prob- 
lem further for the purpose of suggesting a means of obtaining the 
objectives of the 1942 Act in a manner simpler of operation.” ** We 
believe that this can be accomplished by undoing the 1942 amendments and 
substituting a few words in the pre-1942 statute. The beneficiary’s tax 
need merely be made to depend upon “amounts,’ = 


’ 


instead of upon “in- 
come.” In fact, the very language which is required to cover annuity 
distributions and corpus distributions would be entirely adequate for the 
problem of delayed distributions. This is not surprising, because the three 
loopholes all derive from the same weakness in the pre-1942 law, and are 
all susceptible of the same correction. 


IV. Entity INCOME IN Vacuo 


If it is a cardinal principle of trust taxation that all trust income should 
be somehow taxed to the trust or to the beneficiary, the converse proposi- 
tion should be equally valid: the aggregate taxable income of trust and 
beneficiary should be limited to the net income realized by the trust. This 
latter rule, however, has not been uniformly accepted. 

Depreciation and Depletion. In the usual trust which provides for 
current distribution of trust income, the amounts payable to the beneficiary 


89 TR.C. § 162(d) (3); Reg. 111, § 29.162-2(c). 

81 TL. R.C. § 162(d) (2) ; Reg. 111, § 29.162-2(b), last example. 
82 T.R.C. § 162(d) (4); Reg. 111, § 162-2(d). 

83 Sen. Rep. No. 627, 78th Cong., Ist Sess. (1943) 67. 
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are not reduced by depreciation or depletion upon the trust corpus. The 
question early arose as to whether his income was limited to the net income 
of the trust. The Treasury took the position that the entire distribution 
was taxable,** and this position was sustained by the lower courts.*° More- 
over, it seems once to have been approved by Congress itself.*® 

The Supreme Court’s treatment of the rule, however, was practically 
unintelligible. Two cases were decided, precisely one week apart. In the 
first, the trustee had distributed all of its income to the beneficiaries, with- 
holding no amount for depreciation ; ultimately, however, it was held by 
the state court that this part of the distribution was refundable to the 
trust. The Supreme Court first noted without criticism the lower court 
holdings that depreciation not withheld is normally not deductible by the 
beneficiary. Then, after a lengthy analysis of the effect of state law, it 
held that the beneficiaries’ obligation of repayment required the allowance 
of the deduction to them.*’ In the second case, involving a trust of mineral 
property, the trustee was required by the trust instrument to distribute the 
net income without any reduction on account of depletion. With no 
attempt to distinguish the rationale of the earlier decision, the majority of 
the court held that the beneficiary could not be taxed upon what the statute 
treated as return of capital in the hands of the trustee.** It is not surpris- 
ing that the lower courts were thereafter in hopeless confusion.*® 

Meanwhile, Congress had decided that the Treasury’s position was 
inequitable. The Revenue Act of 1928 inserted the following sentence in 
the provisions relating to depreciation and depletion, “In the case of prop- 
erty held in trust the allowable deduction shall be apportioned between the 
income beneficiaries and the trustee in accordance with the pertinent pro- 
visions of the instrument creating the trust, or, in the absence of such pro- 
visions, on the basis of the trust income allocable to each.”®° These 


84 Reg. 45, Art. 347, added by T.D. 2987 (March 1, 1920). 

85 Whitcomb v. Blair, 25 F. (2d) 528 (App. D. C., 1928); Roxburghe v. Burnet, 
58 F. (2d) 693 (App. D. C., 1932), cert. denied 286 U.S. 567 (1932) ; Louise P. V. Whit- 
comb, 4 B.T.A. 80 (1926). 

86 See H. Rep. No. 350, 67th Cong., Ist Sess. (1921), 1939-1 Cum. Butt. Part 2, 177 
(note on § 225 of House bill). 

87 Freuler v. Helvering, 291 U.S. 35 (1934). 

88 Helvering v. Falk, 291 U.S. 183 (1934); see Reynolds v. Cooper, 291 U.S. 192 
(1934). 

89 United States v. Blow, 77 F. (2d) 141 (C.C.A. 7th, 1935); Francis E. Drake, 30 
B.T.A. 461 (1934). Contra Chisolm v. United States, 19 F. Supp. 274 (Ct. Cl., 1937). 

99 Rev. Act of 1928 §§ 23(k), (1). The 1926 Act contained a similar provision for 
allocation as between life tenant and remainderman, but this left doubts as to whether the 
rule applied in the case of trusts. See Chisolm v. U.S., 19 F. Supp. 274 (Ct. Cl. 1937). 
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instructions have passed unchanged into the present Code.** In a measure, 
of course, this statute begs the question as to the fundamental nature of the 
beneficiary’s income. That is, if depreciation and depletion are special 
“deductions” to the beneficiary, it may be argued that this dispensation is 
not available in the case of other trust deductions which do not reduce the 
amount payable to the beneficiary. Nevertheless, it is a strong indication 
that Congress has intended to limit the beneficiary’s income to the taxable 


net income of the trust. 

Losses and Expenses. In conformity with its attitude on depreciation, 
the Treasury regulations under the 1918 Act stated that trust losses or 
expenses which are chargeable against corpus, and which do not therefore 
reduce the distributive share of the income beneficiary, may not be taken as 
a reduction of the beneficiary’s taxable income. This rule was to apply 
even though the loss or expense was deductible on the trust’s own return, 
and thus produced a “minus” net income after the deduction for the distri- 
bution.*? This rule has been uniformly upheld by the courts.** In the first 


®°1T.R.C. §§ 23(1), (m). See Spalding Trust, 34 B.T.A. 762 (1936) ; New York Title 
& Mortgage Co. Certificate Trustees, 2 T.C. 990 (1943) ; cf. Comm’r v. Netcher, 143 F. 
(2d) 484 (C.C.A. 7th, 1944), cert. denied 323 U.S. 759 (1944); Newbury v. US., 
57 F. Supp. 168 (Ct. Cl. 1944). This statute has created the somewhat paradoxical 
rule that the life beneficiary is entitled to the depreciation deduction on his own return 
even though the trust has no income for the taxable year, Sue Carol, 30 B.T.A. 443 
(1934) ; or even though the trust income is not taxable to him because it is not distribut- 
able within the taxable year, Comm’r v. Gutman, 143 F. (2d) 201 (C.C.A. 2d, 1944), 
aff’g 1 T.C. 365 (1942). 


92 See note 84 supra. 
°3 Baltzell v. Mitchell, 3 F. (2d) 428 (C.C.A. Ist, 1925), cert. denied 268 U.S. 690 


(1925) ; Abell v. Tait, 30 F. (2d) 54 (C.C.A. 4th, 1929), cert. denied 279 U.S. 849 (1929) ; 
T. Rosslyn Beatty, 28 B.T.A. 1286 (1933); Augusta B. Reese, 30 B.T.A. 1 (1934); 
Peoples National Bank, 39 B.T.A. 565 (1939) ; Irma L. Harris, 5 T.C. 493 (1945). There 
have been several interesting applications of the rule. Bond premium amortization 
deducted on the trust return is not to be treated as a reduction of the beneficiary’s 
income if it is not in fact a reduction of the distribution. Reg. 111, § 29.125-1; I.T. 3601, 
1943 Cum. Butt. 412. In Charles S. McVeigh, 3 T.C. 1246 (1944), reh. denied C.C.H. 
Dec. 14,336, P-H { 45,023 (1945), the taxpayer, who was the life beneficiary of the trust, 
exercised a right to request the trustee to sell an unprofitable property; after sych re- 
quest, any net loss incurred in the operation of that property was to be charged against 
corpus. Subsequent distributions were held fully taxable, because, the court found, thie 
entire amount of such distributions was “intended” by the grantor to be income. In 
John F. Lewis, 1 T.C. 449 (1943), aff'd 141 F. (2d) 221 (C.C.A. 3d, 1944), the tax- 
payer was the life beneficiary of a trust which held income-producing securities and 
unproductive real estate. The trustee deducted carrying charges on the real estate, 
both for the computation of its taxable net income and for the computation of in- 
come distributable to the beneficiary. The Commissioner sought to tax the beneficiary 
upon such carrying charges, on the theory that they were improperly withheld by the 
trustee. This contention was denied, but both courts relied only on the ground that the 
trustee was within his authority in withholding the amount in question. Moreover, the 
Tax Court's opinion contains the singular statement that the beneficiary will be taxable 
upon such amount if he recovers it from the trustee in some future year. In Kathryn 
E. T. Horn, 5 T.C. 597 (1945), the beneficiary was held taxable upon the receipt of 
carrying charges which had been deducted by the trustee during prior years, and which 
were distributed by court order during the taxable year. 


eee 
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of these cases, decided under the 1918 Act, the court acknowledged that 
the “dry words” of the statute indicated that the beneficiary’s taxable 
income was limited to the net income of the trust. Nevertheless, relying 
partly upon the administrative practice, and partly upon the need for a 
“sensible” construction of the statute, the court held that the beneficiary 
was taxable upon the entire distributable income. The basic proposition in 
the opinion was the statement, “The fiduciary and the beneficiary are 
separate taxable persons.” If, therefore, the loss or expense is chargeable 
to the trust, no advantage of that item may be taken by the beneficiary.** 

This issue has never been before the Supreme Court in explicit form. 
The closest case was Anderson v. Wilson,®® where a legatee sought to 
deduct a loss incurred by the estate on the sale of devised property. The 
legatee contended in that case that he was the actual owner of the property, 
subject only to a power of sale and distribution by the executor. The court 
rejected this conclusion under the instrument and local law, and held that 
the loss was deductible only by the estate.** It is important to note that the 
issue was not raised as to the legatee’s right to offset the estate loss against 
estate income distributable to him; the question was presented as to the 
legatee’s right to deduct a net loss of the estate. It is not clear whether the 
court recognized a distinction between the two problems. Nevertheless, 
the opinion cited with approval the several lower court decisions which 
had refused to permit the loss even as an offset against distributable 
income. 

It can probably be said that both aspects of this rule have received Con- 
gressional approval. The 1918 Act stated that the beneficiary’s income was 
his distributive share of the “net income of the estate or trust for the 
taxable year.” °’ The 1921 Act required the beneficiary to report as his 
net income “that part of the income of the estate or trust which . . . is 
distributable during the taxable year to such beneficiary.” °* The elimina- 
tion of the term “net” is especially significant in view of the House Com- 


mittee explanation of the change as “explicitly adopting the construction 


®4 Baltzell v. Mitchell, 3 F. (2d) 428,431 (C.C.A. Ist, 1925) cited note 93 supra. 

95 289 U.S. 20 (1933). 

®6 Upon this principle, the deduction has been denied where the taxpayer was the 
remainderman as well as the life beneficiary, T. Rosslyn Beatty, 28 B.T.A. 1286 (1933) ; 
J. Cornelius Rathborne, 37 B.T.A. 607 (1938), aff’d 103 F. (2d) 301 (C.C.A. 5th, 1939) ; 
and where the taxpayer had a general power of appointment, Peoples National Bank, 
39 B.T.A. 565 (1939) ; cf. Sayers F. Harman, 4 T.C. 335 (1944) (devisee of legal life 
estate). A similar problem of ownership exists in determining a legatee’s liability for 
income not distributed (note 35 supra). 

97 Rev. Act of 1918 § 219(d). It may be noted that the Treasury’s interpretation was 
upheld even under this statute in Baltzell v. Mitchell, note 93 supra. 

98 Rev. Act of 1921 § 219(e). 
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which has uniformly been given to this section of the law by the Treasury 
Department.” °® The 1921 terminology is continued in the present Code.**’ 

As a matter of tax equity, there is something to be said for the present 
rule. The beneficiary is receiving an amount which is commonly under- 
stood to be “income,” and perhaps he is not entitled to a deduction which 
is not chargeable to that income. Moreover, the result is theoretically justi- 
fied if the trust is accepted as a true “entity.”” On the other hand, there is 
an obvious propriety in maintaining a uniform “income tax” concept of 
taxable income. The philosophy of trust taxation has been steadily veering 
from the strict “entity” approach. The trend has been toward a recog- 
nition of the income beneficiary as the true taxpayer, with the trust as a 
mere catch-all for income which cannot reasonably be attributed to him. 
If that philosophy can be applied to prevent tax avoidance by the bene- 
ficiary, it would seem equally applicable even where it is to the beneficiary’s 
advantage. A corroboration of this realistic approach is the right of the 
beneficiary to the tax benefits of section 117 upon capital gains distribut- 
able to him as current income.**’ Moreover, if Congress has seen fit to 
recognize the beneficiary's economic loss through the depreciation or 
depletion of trust corpus, there seems to be no very good reason for deny- 
ing recognition to other expenses or losses which represent a reduction of 
trust corpus.’*? It is suggested, therefore, that the new statute limit the 
beneficiary’s income to the net income of the trust for the taxable year as 
computed on its own income tax returns. 

Income Under State Law. We have just considered the case where the 
trust distributes its gross income, and where that amount is in excess of 
its net income. Suppose now that the trust has no gross income under 
Federal tax definitions, but that it is nevertheless required to make dis- 


99 See note 86 supra. 

1007 R.C. §§ 162(b), (c). This distinction is reinforced by the definition in the 1942 
Act of the taxable portion of “annuity” distributions. Included in I.R.C. § 162(d) (1) 
is the following: “For the purposes of this paragraph ‘distributable income’ means 


either (A) the net income of the estate or trust ... or (B) the income of the estate or 
trust ..., whichever is the greater.” The Senate committee report states, “This pro- 
vision introduces a concept of distributable income. ... As thus used ‘net income’ means 


the statutory net income under the Code; ‘income’ means, in general, the amount which 
under the applicable law of estates and trusts is considered income available for distribu- 
tion to the life tenant, legatee, or beneficiary, as the case may be.” SEN. Rep. No. 1631, 
77th Cong., 2d Sess. (1942) 73. 

101 See Reg. 111, § 29.162-2(a), first example. 

102 Query: May the tax on the excess be avoided by a provision in the trust instrument 
that the “net income” of the trust be distributed as “income,” and that the balance of the 
gross income be currently distributed as corpus? See Sitterding v. Comm’r, 80 F. (2d) 
939 (C.C.A. 4th, 1936); cf. Caldwell v. United States, 102 F. (2d) 607 (C.C.A. 7th, 
1939) ; but see I.R.C. § 162(d) (1), discussed at note 63. 
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tribution of “income” under the definitions of local trust law. Is the 
beneficiary taxable upon such distribution? The Tax Court and a Circuit 
Court have said that he is.*°* If that is a correct interpretation of the 
present statute, then the statute should be changed. 

The Johnston case involved a New York mortgage under the “salvage 
operation” rule. The trust held a purchase money mortgage, upon which 
it foreclosed in 1932 after default in interest that year. The bid price was 
slightly less than the principal and unpaid interest. In 1937, it sold the 
property for less than its own purchase price. In accordance with New 
York law, the selling price was apportioned between income and corpus, 
in the ratio which interest for the period 1932-1937 bore to principal. The 
“income” portion of the selling price was distributable to the income bene- 
ficiary.’°* Both courts held that this amount was taxable to him, because 
it was denominated “interest” by local law. Judge Learned Hand, in the 
appellate court’s opinion, presents a masterful defense of this denomina- 
tion. In fact, the opinion barely stops short of demonstrating that this 
“interest” was reportable as income by the trust. But it does stop at that 
point. It may be considered reasonably certain that no court would ad- 
vance the startling proposition that an individual taxpayer who had 
engaged in such a transaction would have realized interest income upon the 
1937 sale. In other words, the beneficiary is taxable in this case only be- 
cause he has an interest different from that of the trust which engaged in 
the transaction for him. This is the extension of the trust “entity’’ concept 
to its logical climax.’°° 

The statutory justification for this result is at least questionable. As 
noted above, it may well be argued that the distinction between “income” 
and “net income” warrants the disregard of trust deductions which do not 
reduce the amount of distribution. But the statute does require that the 
beneficiary’s income be “the amount of the income of the estate or trust 
for its taxable year which is to be distributed. ...°’ It may be noted that 
there is nowhere a provision for taxing a beneficiary upon income “from” 


103 Robert W. Johnston, 1 T.C. 228 (1942), aff'd 141 F. (2d) 208 (C.C.A. 2d, 1944), 
cert. denied 323 U.S. 715 (1944); see John F. Nixon, T.C. Memo. Dkt. 4120, C.C.H. 
Dec. 14,670, P-H § 45,525 (1945) ; cf. Plunkett v. Comm’r, 118 F. (2d) 644 (C.C.A. Ist, 
1941). 

104 As to the treatment of that part of the selling price represented by a purchase 
money mortgage retained by the trust, see note 30, supra. 

195 Tn contrast to this result, it was indicated in Hall P. McCullough, 4 T.C. 109 
(1944), that a nontaxable stock dividend received by the trust and distributed to the 
beneficiary was not taxable to the beneficiary. If a trust loss can produce “income” to 
the beneficiary, it would seem that a division of trust capital should be equally suscep- 
tible of transmutation into beneficiary’s “income.” 














144 TAX LAW REVIEW [Vol. 1: 


an estate or trust. The statutory test is income “of” the estate or trust. Of 
course, one method of meeting this test is to argue that a trust realizes 
income whenever it acquires property which it is required to distribute to 
the income beneficiary. But, even this inverse rationalization is foreclosed 
by the statutory rule, “The net income of the estate or trust shall be 
computed in the same manner and on the same basis as in the case of an 
individual.” *°* An alternative argument may be that “income of the estate 
or trust” is a broader term than “gross income” for Federal income tax 
purposes. That argument, however, disregards the very cornerstone of 
the income tax law, “ ‘Gross income’ includes . . . gains or profits and 
income derived from any source whatever.” **’ If the item received by the 
trust is not of a character to be included in that definition, it is difficult 
to see how it may qualify under any other provision of the statute which 
uses the word “income.” 

The Johnston rule is wholly inconsistent with the philosophy of trust 
taxation underlying the 1942 Act. The objective of the present Code is to 
fix the liability on trust income as between the trust and the beneficiary. 
There is no indication that the trust-beneficiary relationship may itself 
create income. If there has been no income realized outside that relation- 
ship, neither person has incurred a tax. That rule, it is submitted, is im- 
plicit in the language as well as in the philosophy of the statute. But, in 
view of the contrary conclusion reached by two highly respected courts, it 
is clear that the result must be obtained by a change in the statute. Again, 
by a not very surprising coincidence, that change is the same one which 
would accomplish the loophole-plugging abjectives of the 1942 Act in 
the simplest and most equitable form. 


V. THe RECOMMENDED STATUTE 


We propose that section 162 be amended to read as follows: 


Sec. 162. Net Income. The net income of the estate or trust shall be com- 
puted in the same manner and on the same basis as in the case of an indi- 
vidual, except that 


1067. R.C. § 162. 

1077 R.C. § 22(a). It may be noted here that the Tax Court in the Johnston case 
asserted, as an alternative justification for its decision, that the distribution was taxable 
directly under this definition of income (1 T.C. 228, 241). The Circuit Court’s opinion 
does not clearly accept or reject this reasoning. There is of course precedent for taxing 
even the beneficiary upon trust income under the general definition of income, but that 
is done where the beneficiary’s “ownership” of the trust property is such as to warrant 
a disregard of the trust (see discussion in Part II). Ordinarily, the normal rules of 
statutory interpretation would require the overriding of the general definition by the 
specific provisions for the treatment of trust income. 
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[(a) Charitable deduction, unchanged. ]*° 

(b) There shall be allowed as an additional deduction in computing the 
net income of the estate or trust an amount which is to be distributed cur- 
rently by the fiduciary to the legatees, heirs, or beneficiaries. As used in 
this subsection, ‘an amount which is to be distributed currently’ means 
amounts which, within the taxable year of the estate or trust, become 
payable to the legatees, heirs, or beneficiaries, whether distributed to them 
or not. 

(c) In the case of income received by estates of deceased persons during 
the period of administration or settlement of the estates, and in the case of 
income which, in the discretion of the fiduciary, may be either distributed 
to the beneficiary or accumulated, there shall be allowed as an additional 
deduction in computing the net income of the estate or trust an amount 
which is properly paid or credited during such year to the legatees, heirs, 
or beneficiaries. 

(d) For the purposes of subsections (b) and (c)— 

(1) Amounts which are to be distributed currently and amounts 
which are properly paid or credited during the taxable year shall be com- 
puted without reference to whether such amounts are distributed from 
income or from corpus, extept that the amounts shall not include distri- 
butions by an estate in discharge of a pecuniary legacy ; but the aggregate 
of such amounts shall not exceed the net income of the estate or trust 
for the taxable year. 

(2) No deduction shall be allowed under subsection (b) for any 
amount deductible under subsection (c), nor shall a deduction be taken 
under either subsection (b) or subsection (c) for any amount deductible 
under either subsection for any prior taxable year. 

(3) Amounts allowed as a deduction under subsection (b) or sub- 
section (c) shall be included in the income of the legatee, heir, or bene- 
ficiary. If an amount in excess of that allowed as a deduction is paid, 
credited, or to be distributed to two or more persons, the amount allowed 
as a deduction shall be apportioned among the persons to whom are paid, 
credited, or to be distributed the income of the estate or trust, to the 
extent that such income is so paid, credited, or to be distributed; and 
any remaining portion of the amount allowed as a deduction shall be 
apportioned among the persons to whom are paid, credited, or to be 
distributed the remainder of the amount. 














This statute is patterned after section 162 of the present Code (or, 
rather, after section 162 before amendment by the 1942 Act) to the extent 
that it permits the accomplishment of the objectives set forth in this paper. 
Perhaps, viewed as an abstract exercise in draftsmanship, the proposed 
statute is still clumsy. Nevertheless, it must be recognized that the existing 


108 This is not to be construed as a complete approval of the present charitable de- 
duction provision. The operation of this subsection is outside the scope of this paper. 
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statute is the product of a considerable amount of painstaking legislative, 
administrative, and judicial thought. The basic concepts, as well as most 
of the particular applications, have been sound. The terminology which 
has created the better part of this history should be preserved. There were, 
as have been noted, two structural weaknesses in the pre-1942 law, but 
these weaknesses can be corrected within the basic framework of the 
statute. Moreover, they can be corrected with but a small fraction of the 
rigmarole introduced by the 1942 and 1943 Acts.?°° 

The first weakness was the requirement that income be traced through 
the trust to the beneficiary. Income realized by the trust could be taxed to 
the beneficiary only if that income was distributable to him as income. 
This requirement derived from the statutory term, “the amount of the 
income of the estate or trust for its taxable year which is to be dis- 
tributed. ...” So long as that language is preserved, the contortions of 
the 1942 and 1943 Acts are almost inevitable. The proposed statute 
eliminates the troublesome “income” requirement, and states merely that 
there is taxable to the beneficiary “an amount which is to be dis- 


109 Tt may be helpful to compare the proposed subsections (b) and (c) with sub- 
section (b) and (c) of the pre-1942 § 162. Italics indicate new material in the proposed 
statute; the bracketed words are deleted. 

“(b) There shall be allowed as an additional deduction in computing the net income 
of the estate or trust an [the] amount [of the income of the estate or trust for its taxable 
year] which is to be distributed currently by the fiduciary to the legatees, heirs, or bene- 
ficiaries ..., [but the amount so allowed as a deduction shall be included in computing 
the net income of the beneficiaries whether distributed to them or not. Any amount 
allowed as a deduction under this paragraph shall not be allowed as a deduction under 
subsection (c) of this section in the same or any succeeding taxable year]. As used in 
this subsection, ‘an amount which is to be distributed currently’ means amounts which, 
within the taxable year of the estate or trust, become payable to the legatees, heirs, or 
beneficiaries, whether distributed to them or not. 

“(c) In the case of income received by estates of deceased persons during the period 
of administration or settlement of the estates, and in the case of income which, in the 
discretion of the fiduciary, may be either distributed to the beneficiary or accumulated, 
there shall be allowed as an additional deduction in computing the net income of the 
estate or trust an [the] amount [of the income of the estate or trust for its taxable year, ] 
which is properly paid or credited during such year to the [any] legatees, heirs, or 
beneficiar[y]ies, [but the amount so allowed as a deduction shall be included in com- 
puting the net income of the legatee, heir, or beneficiary.]” 

It may be noted that the provisions in each subsection for taxing the beneficiary are 
combined in the proposed subsection (d)(3). The precaution against double deductions 
is set forth separately, and more completely, in the proposed subsection (d)(2). The 
proposed definition of “an amount which is to be distributed currently” is the same as 
that in the present I.R.C. § 162(b), as amended by the 1942 Act, except that “means” has 
been substituted for “includes,” and except that “amounts” has been substituted for 
“income for the taxable year of the estate or trust.” 
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tributed. . . . ” In the proposed subsection (d)(1), this “amount” is 
specifically permitted to be distributed from either income or corpus, the 
only limitation being the net income of the trust for its taxable year.’*° 
These simple changes, it is submitted, close all of the pre-1942 loopholes to 
the extent that they require closing. The test of “amounts distributed,” 
limited to net income of the trust, is a practical and adequate solution to 
the problems of annuity distributions, corpus distributions, and delayed 
distributions.*” 

The second flaw in the statute was the subjection of the beneficiary to 
tax upon amounts in excess of the trust income. No attempt was made in 
the 1942 and 1943 Acts to correct this result. The proposed statute meets 
this problem simply by imposing the “net income” limitation upon dis- 
tributable amounts. This would permit the repeal of the present specific 
provisions for depreciation and depletion in section 23 ; this repeal, in turn, 
would close the loophole whereby a beneficiary may obtain a depreciation 
or depletion deduction in excess of his taxable trust income. In the case of 
capital losses, of course, the offset against distributable income would be 
limited to the amount that may be taken into account on the trust’s own 
return, so that there may be no transgression of basic income tax policy. 
The statute would merely eliminate the present concept of trust income 
in vacuo. 

The only complex feature of the proposed statute is subsection (d) (3), 
which provides for.apportionment in the event that income and corpus 
are distributed during the same year. Here, a distinction between the two 
is required for the first time in the statute. Obviously, the income bene- 
ficiaries should bear the primary burden of the tax, to the extent that their 
distributable income warrants. Only the balance of the trust net income, 


110 There has been excluded, however, “distributions by an estate in discharge of a 
pecuniary legacy.” It is believed that this is not the kind of distribution which should 
bear an income tax, even though there is undistributed estate income during the taxable 
year. As distinguished from trust corpus distributions, this type of distribution does not 
lend itself to tax avoidance. If the exemption is to be recognized, however, it will have to 
be stated as a specific exception to the general rule. 

111 Only in the last case is there a substantial possibility of tax avoidance. That is, 
the tax is paid by the trust in the first year of a “January 2 trust,” and part of the tax 
may be payable by the trust in subsequent years of fluctuating income. This, however, is a 
small sacrifice for the preservation of the basic income tax philosophy of annual taxation. 
Moreover, it is probably the best that can be done under any theory. If a grantor 
deliberately seeks to minimize the beneficiary’s tax, he can accomplish precisely the same 
result under the present statute, by making March 15 the effective date for distribution. 
The present “65-day” rule is concededly an inadequate stop-gap, and any extension of that 
rule is merely an invitation to double taxation. 
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to the extent that corpus distributions are made during the taxable year, 
should be taxed to the corpus beneficiaries.**” 

In summary, therefore, the proposed statute furnishes a comprehensive 
plan for the taxation of net income realized by an estate or trust. It is 
founded upon a consistent tax philosophy : the beneficiary is the taxpaying 
entity to the extent that he is entitled to a distribution with which to pay 
the tax. It affords a uniform and equitable rule for the protection of 
government and taxpayer: there is a taxpayer for every dollar of the 
trust’s net income, but no one pays tax on income not realized by the trust. 
And, finally, it has the inestimable advantage of simplicity. We venture 
that any lawyer who is reasonably conversant with the income tax law 
could understand and apply that statute without qualms or misgivings. 
That is more than we will venture for the most skillful tax expert under the 
present statute. 


112 Suppose, for example, that the trust has $1,000 net income for the year, and that 
distributions are made as follows: 
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Allocation Of Income For Purposes 
Of Corporate Taxation 


NATHANIEL L. GOLDSTEIN 


, taxes levied upon corporations by state governments, giving rise to 
this problem of allocation of income, may be classified into two main 
groups, viz., franchise taxes and excises which partake of the nature of 
property taxes. The former is imposed on a corporation as a payment for 
the privilege of exercising the corporate franchise or of doing business 
within the state, the amount of the tax being measured by the amount of 
the income or upon some other appropriate basis, while the latter is levied 
on the actual profits resulting from the activities of the corporation during 
the taxable period, and, therefore, is a tax directly upon the income of the 
corporation. A domestic corporation may be taxed solely for the privilege 
of doing business within the state whether it exercises that privilege or 
not ; but a foreign corporation may be taxed only on the basis of property 
owned or business done within the state. It is well settled that a state is 
prohibited from taxing the activities of a corporation which is engaged 
solely in interstate commerce.’ But where a corporation is engaged in 
commerce both within and without the taxing state, the state may tax the 
corporation on the basis of the property situated and the income attribut- 
able to business conducted within its borders.* This gives rise to the 
problem of how to determine what proportion of the total income earned 
or capital employed by a corporation, doing both an intra- and an 
interstate business, may be the basis for a tax levy by the state within 
whose borders the corporation is engaged in business. The allocation 
formula which a state adopts usually applies both to domestic and foreign 
corporations alike, for although a state may constitutionally measure a 
franchise tax by the entire net income of domestic corporations, that is 


NATHANIEL L. GotpsteEIn (B.C.S. New York University, LL.B. New York Law 
School, C.P.A.) is Attorney General of the State of New York. 

1 Alpha Portland Cement Co. v. Massachusetts, 268 U.S. 203 (1925) ; Matson Naviga- 
tion Co. v. State Board, 297 U.S. 441, 446, (1936). 

2 International Shoe Co. v. Shartel, 279 U.S. 429 (1929); Matson Navigation Co. v. 
State Board, 297 U.S. 441 (1936) ; Southern Natural Gas Corp. v. Alabama, 301 U.S. 148 
(1937). 
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generally not done because to do so would discourage new corporations 
from incorporating within the state, and also eventually result in many 
existing domestic corporations relinquishing their charters. 

This article will review to some extent the past development and present 
status of the various formulae which have been adopted for the stated 
purpose. The subject becomes of greater current interest because of recent 
important changes in the New York statute. 

The state legislatures, in their approach to the subject, are faced with 
three major problems—one legal and two practical. Any method adopted 
ought not offend, even in respect to a single corporation, the due process 
or equal protection clauses of state or Federal Constitutions ; the method 
adopted should encourage business enterprises to enter the state, or at 
least should not cause enterprises already in the state to leave it, and 
the method adopted ought to be fair to all classes of corporations and to 
all corporations within those classes, even to an extent beyond that required 
by the equal protection clauses of state and Federal Constitutions. 

As stated, the purpose of the formula is to determine what proportion 
of the total income of the corporation is attributable to its operations 
within the state, so that such an amount may be the subject of the state’s 
tax levy. The fact that a corporation actually does not earn any net 
income in the taxing state during the fiscal year is immaterial so far as the 
state’s power to allocate is concerned.* Thus, where such an allocation 
forms the basis for a tax upon the privilege of doing business, measured 
by the allocated income, rather than by a direct tax upon the allocated 
income, the allocating statute and the resulting tax levy are constitutional. 

It is evident even upon a cursory examination of the problem that any 
formula which is adopted can result, at best, only in a more or less 
arbitrary method of allocation. The complexities of present day corporate 
finance and the huge volume of current commerce make it almost im- 
possible to determine with any degree of accuracy how much of a corpora- 
tion’s net income, from all sources everywhere, can be said to be attribut- 
able to the business conducted within the taxing state. Since some stand- 
ardization must be adopted, these various formulae have been devised. 

To understand better the application of the existing formulae, it is 
necessary to examine their development resulting from trial and error, 
throughout the past three decades. One of the popular methods of alloca- 
tion which has been used by many states is known as the separate account- 
ing method. This is, in reality, not a formula at all; instead, this method 
provides for the segregation of income according to the activities of each 
integral portion of the corporation’s activities. But it is apparent that this 


® Bass, Ratcliff & Gretton v. State Tax Commission, 266 U.S. 271 (1924). 
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method has its limitations and shortcomings, for it can be applied only 
to a situation where the accounting methods and the organization of the 
corporation disclose the separate profit or loss resulting from manufacture, 
sale, purchase, import, export, investments, etc., each as a separate and 
distinct function. The main objection to this method is its lack of prac- 
ticability in its application, for there is little uniformity and standard- 
ization in its effect, and administration is a difficult and expensive problem. 
Thus, most governments realize that, in order to simplify administration 
problems and to gain uniformity in application, a definite formula must 
be adopted. 

The first test of the validity of a fractional allocation formula in the 
United States as applied to net income arose under a Wisconsin income 
tax law.* The formula there employed was the proportion of the gross 
dollar amount of business and property of the corporation within the state 
to that of the total dollar amount of business and property of the corpora- 
tion everywhere. The formula was approved, it being held that the act 
did not discriminate against interstate commerce, notwithstanding that 
the formula as applied allocated to Wisconsin receipts from sales made 
outside the state of goods manufactured within the state. 

The next such test arose under a formula adopted by the State of Con- 
necticut.° The allocation factors employed were limited to the real and 
tangible personal property located within and without the state. In that 
case the taxpayer was a Delaware corporation, manufacturing its products 
in Connecticut but having its main office in New York and various 
branches in other states, in which the bulk of its sales were made. Its net 
income was more than $1,336,000 and it owned tangible property of about 
$2,977,000 in Connecticut and of about $3,340,000 outside that state, 
resulting in the allocation to Connecticut of 47 per cent of its net income. 
The formula was approved notwithstanding the taxpayer’s complaint that 
only about $43,000 of its income was received in Connecticut as against 
about $1,300,000 received elsewhere. The rationale of the decision was 
that, as the income was derived from a series of transactions beginning 
with manufacture in Connecticut and ending with sale in other states and 
as the taxpayer had not shown that 47 per cent of its net income was not 
reasonably attributable to the manufacture of its products, there was no 
showing that the method of apportionment was inherently arbitrary or 
had produced an unreasonable result. 

There followed the case of Bass, Ratcliff & Gretton v. State Tax Com- 


* U.S. Glue Co. v. Oak Creek, 247 U.S. 321 (1918). There were earlier cases involving 
the allocation of capital or of capital stock, e.g., Western Union Tel. Co. v. Massa- 
chusetts, 125 U.S. 530 (1888) ; St. Louis S. W. Ry. Co. v. Arkansas, 235 U.S. 350 (1914). 

5 Underwood Typewriter Co. v. Chamberlain, 254 U.S. 113 (1920). 
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mission to which reference has been made above and which is to the 
same general effect as the Underwood case, supra. There, as stated, the 
rule was applied to a corporation which received no net income within the 
taxing state and in fact suffered a loss from its operations therein during 
the particular year in question. The New York allocating factors em- 
ployed in that case were (1) average monthly value of real and tangible 
personal property, (2) average monthly value of certain bills and accounts 
receivable and (3) so much of the average value of stocks of other 
corporations held by the taxpayer as resulted from an apportionment in 
and out of the state in accordance with the value of the physical property 
in and out of the state representing such stock. 

In a later case,® the Supreme Court of the United States reaffirmed these 
holdings but found in the litigation then before it evidence which was 
lacking in those which had gone before. The tax there involved was a 
direct tax on income and the allocating factors were limited to real and 
tangible personal property. The corporation was able to show to the 
Court’s satisfaction that its average amount of income for the years in 
question attributable to the taxing state did not exceed 21.7 per cent of its 
total income, whereas the statutory formula had allocated to the state 
approximately 80 per cent of the income. The Court held the 
assessments invalid as attributing to the taxing state a percentage of in- 
come “out of all appropriate proportion” to the business transacted in 
the state. It was careful to point out, however, the difficulty of making 
an exact apportionment and to say that the evidence went beyond dis- 
closing “such negligible criticisms in allocation of income as are inseparable 
from the practical administration of a taxing system in which apportion- 
ment with mathematical exactness is impossible.”’ 

The decision in the Hans Rees case prompted an almost immediate 
attack upon the New York formula which I have described above, but 
the taxpayer met with no success, it being held that the statute was valid 
upon its face and had not been shown to have been so applied as to violate 
the corporation’s constitutional rights.’ 

Any concern felt by state tax officials by the decision in the Hans Rees 
case because of the Court’s substitution of the direct accounting method 
for the statutory formula, which concern was to some extent alleviated 
by the decision in the North American Cement case, was almost completely 
removed by two later decisions of the Court, one decided in 1939 and the 
other in 1942. The first of these cases*® arose under a Texas statute im- 


6 Hans Rees’ Sons, Inc. v. North Carolina, 283 U.S. 123 (1931). 
7 Matter of North American Cement Co. v. Graves, 299 U.S. 517 (1936). 
8 Ford Motor Co. v. Beauchamp, 308 U.S. 331 (1939). 
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posing a franchise tax measured by issued capital stock, surplus and 
undivided profits plus long term obligations. The allocating factor was the 
gross receipts within and without the state. The application of the formula 
resulted in the allocation to Texas of over $23,000,000 of the taxpayer’s 
capital, while the value of the local assets was shown to be not in excess 
of $3,000,000. Notwithstanding this result, that method of allocation was 
approved, the Court citing with approval the Bass, Ratcliff & Gretton case. 

The case decided in 1942,° went even farther in sustaining an alloca- 
tion formula as against the contention that a direct accounting method 
should have been adopted. There an Illinois corporation, having its main 
office in Chicago, also maintained distributing houses in seven states, 
one of which was California. Each of such houses was set up as a separate 
organization, kept its own books of account, stocks of goods, ‘sales force, 
and served a particular territory; all receipts from such territory being 
credited to the particular house. The corporation maintained a central 
buying division which procured the goods for the distributing houses, and 
the actual expenses of operating the centralized buying division were 
allocated among the several houses. Except for this and other common 
expenses, such as advertising, executive salaries, etc., each house was 
operated independently of the others. The California formula allocated 
income upon the basis of sales, purchases, manufacturing expenses, pay- 
roll, tangible property, or such other method of allocation as was fairly 
calculated to determine the net income from sources within the State. In 
the taxable year, the particular distributing house in California suffered a 
loss of $82,851, that figure representing the difference between the 
cost of merchandise sold by that house, plus the expenses incurred in 
operating it (both local expenses and also a portion of the central ex- 
penses) and the gross receipts from sales in California. However, during 
that same period of time, the operations of all of the houses of the corpo- 
ration produced a profit of $1,149,677. The Tax Commissioner adopted 
an allocation formula consisting of (a) real and tangible personal prop- 
erty, (b) wages, salaries, commissions and other compensation of em- 
ployees and (c) gross sales, less returns and allowances, which resulted 
in the allocation to California of 8.1372 per cent of the total net income. 
The corporate taxpayer attacked this determination, contending that such 
an interpretation turned an $82,851 loss into a $93,500 profit for the 
purpose of taxation. In rejecting this contention, and in sustaining the 
tax levy, the Supreme Court held that the applicable formula met a stand- 
ard which was “fairly calculated” to allocate to California that portion 


® Butler Bros. v. McColgan, 315 U.S. 501 (1942). 
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of the net income which was “reasonably attributable” to the business done 
therein. 

In a still more recent case,*® arising under the income tax statute of 
Georgia, the court sustained the application of an allocation formula con- 
sisting of (1) tangible property ratio, (2) manufacturing and cost ratio 
and (3) sales ratio which included in the sales ratio as Georgia sales 
shipments from a Georgia warehouse to purchasers in Georgia and else- 
where even though none of the orders for the merchandise was received 
or accepted in the State of Georgia. 

From the foregoing it is apparent that it would be a very exceptional 
case indeed which would prompt the courts to substitute a direct account- 
ing method for any reasonable allocation formula which a state might 
adopt. 

This now brings us to the present day statutes on the subject of the 
fractional allocation formulae and to the current trends in this field. 

This subject may best be viewed by an analysis of the recent over- 
hauling of the New York formula in 1944, when the New York Legis- 
lature adopted a version of what is now commonly known as the “‘Massa- 
chusetts formula.”’ This enactment was the result of numerous hearings 
and investigations conducted under the auspices of the New York State 
Tax Commission with the assistance of leading experts in the field of 
corporate taxation. 

One of the principle criticisms of the former New York formula was 
that manufacturing within the state was discouraged by the inclusion in 
the formula of “receivables” arising from sales of all goods manu- 
factured in the state. The objection was made that the use of “receiv- 
ables” instead of “receipts” was more than merely a difference in 
terminology, for corporations ordinarily do not keep records of their 
receivables segregated geographically. Nor do corporations engaged in a 
cash business have receivables. Therefore, corporations engaging in the 
same kind of business and doing the same amount of business might have 
been subjected to different taxation, depending upon the credit terms 
which they employ in their accounting practices. Other objections were 
that bonds, notes; etc., were not included in the formula and that the use 
of the “stock factor” was allowing corporations to reduce their New York 
business income simply by investing their surplus in stocks of other 
corporations having most of their assets outside New York State. Still 
other objections related to the treatment of holding corporations and 
investment trusts. 

28 (1945) ; appeal dismissed 


10 Parke, Davis & Co. v. Cook, 198 Ga. 457, 31 S.E. (2d) 7. 
.S. 681 (1945). 


for want of a substantial federal question 323 U ( 
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To overcome these objections, New York, by its recent legislation, has 
provided separate treatment of each of three classes of capital and in- 
come, viz., subsidiary capital (capital invested in subsidiaries) and the 
income therefrom; investment capital and investment income (capital 
invested in stocks and securities of corporations other than subsidiaries, 
and in government securities, and the income therefrom) ; and business 
capital and business income (all capital other than subsidiary capital and 
investment capital and all income other than investment income and 
income from subsidiary capital). 

Subsidiary income is not included in the measure of the tax, but, in lieu 
thereof, a tax measured by allocated subsidiary capital is imposed.” 

Investment income is allocated by means of an “investment allocation 
percentage” which is based upon the amount of capital which the corpora- 
tion issuing the taxpayer’s investments (exclusive of governmental securi- 
ties) employed in New York, and upon the location of the state or munici- 
pality, issuing the taxpayer’s governmental securities. Obligations of the 
United States and its instrumentalities are not included in the segregation. 

Business income is allocated by means of a “business allocation per- 
centage” which is based upon the proportion of the tangible property of 
the corporation located within the state to the total amount of tangible 
property owned everywhere, the ratio of the business receipts of the 
corporation within the state to the total everywhere, and the relationship 
of the payroll within the state’* to the total payroll paid everywhere. 
New York receipts include those arising from (1) sales of tangible per- 
sonal property located in New York at the time of the receipt of or 
appropriation to the orders, (2) sales of such property not located at 
any permanent or continuous place of business maintained by the tax- 
payer without New York, at the time of the receipt of or appropriation to 
the orders, where the orders were received or accepted in New York, 
(3) New York services, (4) New York rentals, (5) other New York 
business receipts. 

In enacting the recent New York tax legislation, it was realized that 
situations might arise where one type of income would be so predominant 
and the other so minor, that a taxpayer might not feel it worthwhile to 
compute both the business and investment allocation percentages and 


11 The rates are (a) one-half mill for each dollar of the first fifty million dollars of 
subsidiary capital, (b) one-quarter mill for each dollar of the next fifty million dollars 
thereof, and (c) one-eighth mill for each dollar over one hundred million dollars there- 
of. New York Tax Law, § 210. 

12 For a discussion under a similar statute of what constitutes the “payroll” within 
the taxing state, see Commonwealth v. Bayuk Cigars, 345 Pa. 348, 28 A. (2d) 134, aff'd, 
318 U.S. 746 (1943). 
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apply them separately. Therefore, corporations which are not taxed 
on the basis of a consolidated report, are given an election, in certain 
circumstances, to apply either their business or their investment allocation 
percentages to their entire net income. 

In such instances, where taxation is not on the basis of a consolidated 
report, if the investment income of the corporate taxpayer is less than 25 
per cent of its entire net income, it may apply its business allocation per- 
centage to its entire net income and its total capital regardless of the 
source of said income. A similar election to use the investment income 
formula is authorized where the corporation’s investment income and 
investment capital are more than 85 per cent of the total income and 
capital. 

As under the former statute, there are certain alternative or minimum 
tax provisions. These are (1) a one mill tax upon the total of the 
allocated business and investment capital, (2) a tax measured by a portion 
of the taxpayer’s net income plus salaries and other compensation, and 
(3) twenty-five dollars, whichever is greater.** It is provided that the 
investment allocation percentage when applied to capital shall not be less 
than 15 per cent, unless the taxpayer establishes to the satisfaction of the 
tax commission that less than 15 per cent of its investment capital is 
employed, and less than 15 per cent of its investment activities is con- 
ducted within the state.** A similar provision is contained in the statute 
in respect to subsidiary capital and, in respect to subsidiary capital, it is 
further provided that under certain conditions the portion of that capital to 
be allocated within the state shall not exceed 50 per cent thereof.*® 

The ideal in this field would be uniform laws in all of the states of the 
Union. That, of course, is too much to expect in the near future, but the 
trend is in the right direction and New York, by its recent legislation, has 
given impetus to that trend. 

13 New York Tax Law, § 210, subd. 1. 


14 New York Tax Law, § 210, subd. 5. 
15 New York Tax Law, § 210, subd. 7. 























Commentary Upon Section 721 Of The 
Internal Revenue Code 


J. K. LASSER anp JOHN P. ALLISON 


: = excess profits tax law was not enacted because of animus against 
all profits. It seeks to place a heavy tax burden only on earnings derived 
from the war economy. It provides a rough yardstick, the excess profits 
credit, to measure normal profits. These are presumably the earnings 
which do not flow from the war effort. Profits in excess of those deemed 
normal, and of a specific exemption, are subjected to the tax. 


The justification for the tax fails if it reaches profits which would 
have been earned despite the war. Safeguards are necessary to insure 
against such an application of the law. One group of safeguards, sections 
722, 723 and 711(b)(1)(H), (J) and (K), concerns the construction of 
the “excess profits credit.” If the yardstick for measuring normal profits is 
too short, the law will recapture profits that are not truly “excess”’ profits. 

Another group of safeguards (sections 721, 735 and 736) is directed at 
the earnings of the taxable year. Traditional accounting conventions 
often defer the recognition and recording of income until the year of 
realization. Serious injustice may result if income, economically earned in 
an earlier year and hence unrelated to the wartime influences of the 
taxable year, is subjected to the drastic excess profits tax. A similar 
injustice may result in cases where the income is received in the taxable 


J. K. Lasser (C.P.A.) is author of Your Income Tax, Your Corporation Tax and 
numerous other books. He is Chairman of the New York University Institute on Federal 
Taxation and member of the tax committees of American Institute of Accountants, 
New York State Society of Certified Public Accountants and New Jersey Society of 
Certified Public Accountants. Mr. Lasser is a partner of J. K. Lasser & Co., New 
York City. 

Joun P. Attison (B.A., College of the City of New York; LL.B., Columbia Univer- 
sity) is a member of the New York Bar, author of articles on taxation in various 
periodicals and lecturer at New York University Institute on Taxation. 

This article is, in substance, part of a chapter on this subject in Excess Prorrrs Tax 
Hanpsook to be published by McGraw-Hill Book Co. Permission to include this chapter 
has been granted by the publishers. 

157 











158 TAX LAW REVIEW [Vol. 1: 


year, but where costs and application of resources to the production of 
such income will take place in the future. 

Section 721 was designed to prevent taxation of such income in the 
traditional manner.’ It was not a Treasury Department measure, but 
came into the law only after a mass of persuasive testimony was presented 
to the Congressional Committees. It was demonstrated that windfalls of 
income were about to occur in excess profits tax years as a result of 
special circumstances, not connected with defense appropriations or 
increases in national income. In some cases this would be brought about 
by investment; in others by changes in accounting methods, research or 
other types of efforts or expenditures in earlier years.” 

The statute was framed to alleviate the obvious hardship on which 
attention was focused by this testimony. It had no counterpart in the 
1917 excess profits tax law or its modifications. It does, however, bear 


1It has been stated that § 721 in effect eliminates the annual accounting period for 
income that qualifies for relief. Carl Shoup, in The Concept of Excess Profits under the 
Revenue Acts of 1940-42 (1943) 10 Law & Contemp. Pros., 28, 39, states: “ ‘Elimination’ 
is too strong a word to apply literally with respect to what has happened to the one-year 
accounting period under the income tax and the excess profits tax, but it is scarcely too 
strong if taken in the sense of end results over a period of years. .. . The net income 
derived from gross income of any given class, for the taxable year, may be decreased, 
for excess profits tax purposes, to the extent that it is ‘abnormal’ either in nature or 
amount and can also be shown to be attributable to other years. Abnormality in amount 
is defined as being more than 25% higher than the average for the four previous taxable 
years. Consequently, any class of gross income that has been increasing for four years 
at an annual rate (compounded) of more than 10 per cent is ‘abnormal.’ But the Regula- 
tions make it clear that fluctuations due merely to changes in prices, costs, demand or 
competition do not make the abnormal income attributable to other years. 

“The net abnormal income gives rise to excess profits tax for the past or future years 
to which it is found attributable, except that if it falls in 1939 or an earlier year it has no 
effect at all, not even in the measurement of base-period income. Net abnormal income 
thrown into a future year cannot give rise to an added tax in such a year greater than 
the tax saved in the present year (minus the increase caused by this provision in interven- 
ing years.) Hence the taxpayer cannot lose, by this averaging provision, no matter what 
happens to tax rates.” Additional Congressional recognition of the inequities resulting 
from use of annual accounting periods as a basis for determination of tax liability is 
found in the provisions permitting carry-over and carry-back of operating losses and 
unused excess profits credits. See §§ 122 and 710 (b)(3). See also note 3, infra. 
Had it not been for the enactment of § 721, it is likely that the list of exemptions in § 711 
would have grown. Indeed, one of the Senate amendments to the original excess profits 
tax bill was an exemption for awards of the Mixed Claims Commission, except for such 
portion thereof as represented current interest. The amendment was dropped in con- 
ference when it was pointed out that § 721 accomplished the same result. See H.R. Rep. 
No. 3002, 76th Cong., 3d Sess. (1940), 1940-2 Cum. Butt. 548, 553. 

* See Magill, Relief from Excess Profits Tax (1941) 89 U. or Pa. L. Rev. 843. 
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a strong resemblance to sections 105, 106 and 107 of the Code.* This 
resemblance is not a mere coincidence. It represents another application of 
the same equitable principle of amelioration of the tax burden when in- 
come is “bunched-up” as underlies those sections. 

Section 107, the most important of these sections, deals with situations 
in which the income of individuals crowns years of effort. The author of 
a book, the inventor of a patent, the professional man with a complex and 
protracted case, may receive in a single year the reward of his efforts of 
prior years. The statute limits tax liability to the amount which would 
have been payable had the income been received during the period of effort, 
and in so doing recognizes that allocation of income to the prior period 
cannot be made in any satisfactory or rational manner, otherwise than 
ratably according to the flow of time. Section 721 gives similar relief to 
corporations. 

Structure of the law. The portion of income removed from the burden 
of excess profits tax is denominated “abnormal income” by the statute. 
“Abnormal income” is strictly a statutory concept somewhat ambiguously 
defined in the law itself. Some dark areas remain to be illuminated by the 
Tax Court. It consists of either of the following : 


1. Any class of income, the receipt or derivation of which is abnormal to 
the taxpayer ; or 

2. Any class of income, the receipt or derivation of which is normal to the 
taxpayer, but which is abnormally large in the sense that the income of that 
class exceeds 125% of the average income of the same class for the previous 
four taxable years, or 125% of the average of the preceding years where the 
corporation has been in existence for less than four years. 


Five types of income which are potentially abnormal are specified. 
Provision is then made for other types which meet the broad definition. 


3 Comparison of § 721 with such provisions as §§ 105 and 106, suggests that Congress 
intended here to permit the reallocation of ordinary income—i.e., income which would 
be: taxed in full during the current year were it not for the section; ordinary, as con- 
trasted with capital gains or income secured in lieu of sale of capital assets (such as 
rentals, royalties, etc.) ; and income which in a subsequent year would be fully taxed 
when the operation of the formula in § 721 brought that to pass. § 105 grants relief 
(reduction of total tax) quite similar to that in § 721 where ownership of assets, plus 
exploration or discovery, limits the surtax paid by individuals after sales of the property 
developed. In these two latter sections also the theory is that effort expended cr con- 
sideration furnished over a period of years, which is rewarded by a sudden fruition, 
should not be taxed as a windfall at full rates. The method of providing relief, however, 
is quite different in §§ 105 and 106 from that employed in §§ 107 and 721. The former 
do not attempt to limit the tax to what would have been paid had the income been 
realized over the period in which the effort was expended; instead they put an arbitrary 
ceiling on tax liability. While perhaps not scientific, this method has much to commend 
it. Even arbitrary simplicity may be preferable to the labyrinthine computations required 
by § 721. 
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Adjustments are prescribed for the computation of “net abnormal in- 
come.” The resulting figure is given the benefit of an excess profits tax 
burden no greater than it would have borne had it been realized in the 
period to which it is attributabl<. “Net abnormal income” attributable to 
a year beginning prior to 1940 usually escapes excess profits taxes. How- 
ever, attributing this income to such a year may reduce a carry-over of 
net losses, in which event excess profits taxes may nevertheless be payable. 
Base period income can never be increased because of the application of 
section 721. When items are attributable to a future year, they are 
exempt from excess profits tax in the year of realization, although they 
may be subject to such tax in effect in the year to which they are attribut- 
able. 

The section gives the Commissioner the following powers: (1) to pass 
upon classification of income of types not specified; (2) to determine the 
manner of computing the deductions from abnormal income required by 
the statutory formula governing determination of direct costs incurred in 
the production of abnormal income; (3) to determine the amount of 
abnormal income attributable to prior or future years; and (4) to pre- 
scribe rules for computing the tax for prior or future -years to which 
abnormal income is attributed. 

The section’s final paragraph provides for an exception designed to 
prevent duplication of relief under certain circumstances when section 722 
has also been invoked. 

The 80 Per Cent Limitation. When the excess profits tax is computed 
under the 80 per cent limitation,* section 721, relief should not be sought 
unless the amount obtainable is sufficiently large to render the limitation 
inapplicable. Otherwise the only effect of a reduction in the income subject 
to excess profits tax may be a reduction of the postwar credit. That means 
an increase in the net tax payable.° 

Procedure. The code is silent as to the procedure for obtaining relief. 
The regulations state that a taxpayer claiming the benefits of the statute 
“shall” file with its excess profits tax return detailed statements in dupli- 
cate setting forth the basis of the claim.® It nevertheless seems clear that 
this provision is not mandatory and that relief may be claimed at any 
time within the period of limitations fixed by section 322. The regulations 


* See § 710(a) (1) (B). 
5 Ibid. 
6 See the last paragraph of Reg. 112, Sec. 35.721-3. 
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would be invalid if interpreted as prescribing a short statute of limitations. 
The Congressional intent that relief be available by way of a refund claim 
is clearly indicated by section 732 which provides for appeals to the Tax 
Court from the denial of claims for refunds based on sections 711(b) (1) 
(H), (J) or (K), 721 and 722.’ 

Moreover, it seems that the relief may be claimed for the first time in a 
petition before the Tax Court as an offset to an asserted deficiency in 
excess profits tax liability.*° This is not true of claims under section 722. 
There the statute clearly requires that relief claims be passed on by the 
Commissioner before presentation to the Tax Court.® 

A claim for relief under section 721 must establish: (a) that abnormal 
income has been realized in an excess profits tax year; and (b) that such 
abnormal income is attributable to some prior or future year. 

Each of these requirements will be separately discussed. 

Abnormal Income Defined. The statute recognizes two types of 
abnormal income.*° 

1. Income of any class** is abnormal in quality, “if it is abnormal for 
the taxpayer to derive income of such class.” In common parlance 
“abnormal” means “tunusual”—and an occurrence may be unusual even 
though it has happened before, and within a relatively short time. Never- 
theless, the regulations provide that “it is abnormal for the taxpayer to 
derive income of any class only if the taxpayer had no gross income of that 
class for the four previous taxable years.”’* Assume that a taxpayer 
realized income from a judgment in 1938 and again in 1941. The latter 
cannot be considered abnormal in quality under the regulations although 
the two judgments may have been the only ones ever recovered by the tax- 
payer during a fifty-year existence. 

There is no basis for such an interpretation in the legislative history 


7 The regulations issued under § 732 also specifically refer to refund claims. See Reg. 
112, Sec. 35.732-1. 

8 In the absence of a statutory prohibition (see note 9) a taxpayer appealing to the 
Tax Court is not limited to the matters raised before the Commissioner. Gutterman 
Strauss Co., 1 B.T.A. 243 (1924), E. J. Barry, 1 B.T.A. 156 (1924). 

® § 722(d), construed as stated in the text by the Tax Court in Uni-Term Stevedoring 
Co., 3 T.C. 917 (1944), and Pioneer Parachute Co., 4 T.C. 27 (1944). 

10§ 721 (a) (1). 

11 The original statute provided relief only for abnormal income which fell into one or 
more of six specified categories. See §§ 721(a) to (f£) of Second Revenue Act of 1940. 
This was amended by § 5 of the Excess Profits Tax Amendments of 1941 to provide that 
the six specified categories should constitute separate classes of abnormal income, but 
that unmentioned types of income were also eligible for relief. 

*2 Reg. 112, Sec. 35.721-1. 
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of the statute."* However, subsection (a) (3), in defining “net abnormal 
income,” requires a reduction in all cases (presumably where the abnor- 
mality is in quality as well as where the abnormality is in amount) by 125 
per cent of the average amount of gross income of the same class for the 
test period. Literally construed this provision obliterates the distinction 
between abnormality in quality and in amount, a distinction which existed 
from the beginning and which the legislative history shows was inten- 
tionally maintained. It would seem more reasonable to treat this pro- 
vision as applicable only to income abnormal in amount than to give it the 
literal construction applied by the regulations. 

2. Income of any class is abnormal in amount, although it be of a class 
which the taxpayer normally derives, if the amount realized in the tax- 
able year exceeds 125 per cent of the average amount of gross income 
of such class for the four previous taxable years, or for that portion of 
such period as the taxpayer was in existence.** The average is computed 
without regard to amounts attributed to the test period by operation’® of 
the statute. 


13 The interpretation is supported by the following sentence in the Conference Report 
on the original bill passed by the Senate as an amendment to the Second Revenue Act of 
1940: “Any of the above types of income which is abnormal in kind, or which, in the 
light of the taxpayer’s experience in the four previous taxable years, is abnormal in 
amount, is entitled to the following treatment ...” H.R. Rep. No. 3002, 76th Cong., 
3d Sess. (1940), 1940-2, Cum. Butt. 548,556. A reading of the entire report reveals, 
however, that the quoted sentence was made in the course of a brief summary of the 
Senate bill so that it cannot fairly be regarded as indicating an intention to give a con- 
notation to the words “normal” and “abnormal” other than is to be found in the diction- 
ary. After describing the new test for abnormality in amount, the report continues: 
“An item will also be considered abnormal if it is of a class which taxpayer does not 
normally receive.” Jbid. This is quite different from the Treasury rule. The Con- 
gressional intent is again revealed by the Report of the Ways and Means Committee on 
the 1941 Amendments, which changed the test for determining abnormality in amount. 
See note 14, infra. 

14 The 1940 Act provided that relief was available (with respect to the specified classes 
of income) if it was abnormal “for the taxpayer to derive income of such class, or, if the 
taxpayer normally derives income of such class, the item includible in the gross income 
of the taxable year is grossly disproportionate to the gross income of the same class in 
the four previous taxable years....” The 125% rule was substituted by § 5 of the 1941 
Amendments. The House report states: 

“The test of whether an item is abnormal is clarified to provide expressly that if the 
item includible in the gross income of the taxable year is in excess of 125 per cent of the 
average amount of the gross income of the same class for the four previous years it 
shall be considered abnormal. .. An item will also be considered abnormal if it is of a 
class which the taxpayer normally does not receive.” H.R. Rep. No. 146, 77th Cong., 
Ist Sess. (1941), 1941-1 Cum. Butt. 550, 556. The statute seems to contemplate division 
by the number of years in the test period (generally four) in every case, even if the 
abnormal income was received in only one test period year. 

15 Reg. 112, Sec. 35.721-1 (next to the last paragraph). 
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Section 33.30 of regulations 110 (the consolidated return regulations) 
provides for the application of section 721 to an affiliated group. It states 
rather cryptically that the existence of an abnormality is determined in 
the light of the aggregate business of the members of the group during the 
test period. Presumably this rule applies whether or not the affiliation 
existed prior to the years to which the abnormal income is attributable. 

If one or more of the taxable years constituting the test period is 
less than twelve months in duration, the gross income of the abnormal 
class received in such short year or years need not be annualized in deter- 
mining the average for the test period. This has the effect of reducing 
such average and consequently increasing the amount of abnormality. If, 
on the other hand, the taxable year for which relief is sought is a period 
of less than twelve months, (the income of which must be annualized for 
excess profits tax purposes),’* it would seem that abnormality is deter- 
mined with reference to the annualized figure, rather than to the actual 
amount of the abnormal items received during the short period. The 
statute and regulations are silent on the question.*’ 

Whether the abnormality be in quality or amount it must exist with 
respect to a class, rather than an item of income. Proper classification of 
income is, therefore, essential. The code designates five’* types of income 
as constituting separate classes and provides that other types of income 
shall be classified in the manner prescribed by regulations. The five 
statutory classes are: 


(A) Income arising out of a claim, award, judgment, or decree, or interest 
on any of the foregoing; or... 

(C) Income resulting from exploration, discovery, prospecting, research, 
or development of tangible property, patents, formulae, or processes, or any 
combination of the foregoing, extending over a period of more than 12 
months ; or 

(D) Income includible in gross income for the taxable year rather than 
for a different taxable year by reason of a change in the taxpayer’s account- 
ing period or method of accounting ; or 

(E) In the case of a lessor of real property, income included in gross in- 
come for the taxable year by reason of the termination of the lease; or 

(F) Income consisting of dividends on stock of foreign corporations, 
except foreign personal holding companies. 


16 § 711(a) (3) (A). 

17 A partial awareness of the problem is indicated by the regulations issued with 
respect to abnormal base period deductions. See Reg. 112, Sec. 35.711 (b)-2. 

18 For taxable years beginning after December 31, 1942, § 222(f) of the 1942 Act 
eliminated the class previously designated (B), which consisted of “income constituting 
an amount payable under a contract the performance of which required more than 
12 months; ...” Special provision is now made for such income by § 736, added by that 
same Act. 
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Items which fall within more than one of these groups must be classified 
as the taxpayer elects, and the election is irrevocable.’® 

With respect to types of income other than those specified in the 
statute, the regulations provide that classification may be made by the 
taxpayer, subject to the approval of the Commissioner.*® The classes 
selected, however, must be reasonable and appropriate in the light of the 
taxpayer's business experience and accounting practice. The regulations 
state that the classes selected must also be consistent with classifications 
made under the section for prior years and with classifications made pur- 
suant to sections 711 and 736.”* If subsequent experience reveals that 
a previous classification was erroneous, the requirement of consistency 
with prior years should not compel the perpetuation of an error. Correc- 
tive reclassification for all the years involved would seem to be proper. 

The extent to which these provisions give the taxpayer latitude as to 
classification of income is not entirely clear. Suppose the taxpayer’s 
classification is reasonable in light of its business practices, does not distort 
income in any way, and is consistent with classifications made by it for 
purposes of sections 711 and 736. Is the Commissioner nevertheless em- 
powered to change the classification? A literal reading of the regulations 
would seem so to indicate. That interpretation would limit the taxpayer's 
privilege to make its own groupings if reasonable and consistent. More 
probably the only effect of requiring the Commissioner’s approval is to 
make the taxpayer establish the propriety of its action. If the burden is 
sustained, the Commissioner’s approval or disapproval would seem to be 
irrelevant.” 

This conclusion is fortified by the decision of the Tax Court in Green 
Bay Lumber Co.,?* which dealt with the similar regulations issued under 
section 711(b)(1)(J). There the Court sustained the taxpayer’s separate 
classification of worthless advances to employees, despite the Commis- 
sioner’s insistence that they must be considered together with other bad 
debts. 

As will be pointed out more fully in the discussion of the various 
statutory classes of income, it is to the taxpayer’s advantage to classify 
in categories as small as possible. 

Income Attributable to Another Year. If the existence of income which 
is abnormal in quality or amount, has been ascertained, it is necessary to 


19 See § 721(a) (2). 
20 Ibid. See also Reg. 112, Sec. 35.721-2. 
21 Nothing in the statute authorizes the requirements of consistency with prior years 
and with classifications made under §§ 711 and 736. 
22 Cf. 7A Mertens, LAw oF FEDERAL INCOME TAXATION 186. 
23 3 T.C. 824 (1944). 
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determine the extent to which the abnormal income is attributable to 
another year. Strangely enough, the statute does not specifically refer to 
this requirement ; it is left entirely to inference.** There is one reference 
to “amounts attributable to other years” in section 721(b), the first 
sentence of which provides: 


The amount of the net abnormal income that is attributable to any previous 
or future taxable year or years shall be determined under regulations pre- 
scribed by the Commissioner with the approval of the Secretary. 


Other references appear in paragraphs (c) and (d) of section 721, deal- 
ing with the computation of the amount of relief. From this it is arguable 
that Congress intended to give automatic relief from excess profits taxes 
on abnormal income in the taxable year. Of course, it was also intended 
that due effect be given to the excess profits tax arising from the transfer 
of that income to another year. The references to allocation of income to 
other years are explained, under this theory, as being of significance 
only in determining the amount of relief. 

On the other hand, it is arguable that the omission was not deliberate.” 
It is not a coincidence that the statutory classes of potentially abnormal 
income all have one element in common. They each éncompass income 


247A MERTENS, Law or FepERAL INCOME TAXATION 246, n. 89. 

25 The report of the Senate Finance Committee which framed the original bill would 
seem to offer some support for this view. It is there stated: 

“Subsection (a) of this section is designed to provide relief in enumerated cases in 
which the taxpayer's income in any taxable year is abnormally large because of certain 
special circumstances. .The special types of income with respect to which relief may be 
accorded by this section are as follows: .. . 

If the taxpayer receives income of any of the above classes, the section provides that 
relief shall be accorded if either (1) in the light of the taxpayer’s business it is abnormal 
for it to receive such income or (2) although the receipt of such income may be normal, 
the income so received for the taxable year is grossly disproportionate to the amounts 
of such income received by the taxpayer in the four previous taxable years. If either of 
these conditions is satisfied with respect to income falling in an enumerated class, the 
relief accorded by the section is as follows: There is first determined the amount of such 
income received in the taxable year which is attributable to any previous taxable year or 
years and the amounts so attributable to such years ...” Sen. Rep. No. 2114, 76th 
Cong., 3d Sess. (1940), 1940-2 Cum. Butt. 528, 539-40. (Italics ours.) However, the 
House Committee report on the 1941 excess profits tax amendments states clearly that 
the relief was intended to be available only where the abnormal income is attributable to 
other years: 

“The mere fact that an item includible in the gross income of the taxpayer is abnormal, 
or is in excess of 125 per cent of the average amount of the gross income of the same 
class for the test period, does not result in the exclusion of such item from excess 
profits net income. It is necessary that the item be found attributable to other taxable 
years. Consequently, if an increase in business renders an item of income in excess of 
125 per cent of the income for the test period, the increase in business wiii not result in 
such increased income being excluded from excess-profits net income.” H.R. Rep. No. 
146, 76th Cong., Ist Sess. (1941), 1941-1 Cum. Butt. 550, 556. 
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which is economically attributable, at least in part, to some period other 
than the year of realization. Furthermore, the relief provided by the 
section is restricted to net abnormal income”® attributable to other years. 
If the income is not attributable to other years, there can be no relief. The 
department *’ and the Tax Court** have both taken this view. 

Determination of the amounts of abnormal income attributable to other 
years is left to the Commissioner.*® He has exercised his authority by 
setting forth three general principles applicable in all cases, and a series 
of more detailed rules applicable to the various statutory classes of income. 

The validity of the Commissioner’s exercise of this power is open to 
serious question. He has broadly construed the statute as authorizing 
him to determine the extent to which a taxpayer (which realizes abnormal 
income of any kind, including those specified in the statute) is entitled to 
relief. But Congress has provided its own formula for determining 
relief ; it has required adjustment only for 125 per cent *° of the average 
income of the same class received in the test period, and for direct costs 
incurred in the production of the income. If it had intended any further 
adjustments, in addition to these strictly mathematical items, it would 
have specifically so provided. Such provision was made in section 
711(b)(1)(K) (ii), which requires the taxpayer to establish that 
allegedly abnormal deductions in the base period were not the consequence 
of increased business, etc. It is arguable that if relief for abnormal income 
was intended to be restricted by elimination of such factors, similar pro- 
vision would have been made. 

This viewpoint stresses the averaging feature of the statute,*’ the 
feature it bears in common with sections 105, 106 and 107.°? There 
Congress has provided simple formulas for limitating tax liability on 
income resulting from activity or ownership over a period of years. Those 
sections do not delegate authority to determine the tax ; such authority was 
not intended to be given by section 721. 

On the other hand, it is arguable that in delegating authority to deter- 
mine the amounts of net abnormal income attributable to other years, 
Congress necessarily intended that the Commissioner determine the 


26 § 721(c) and (d). 

27 Reg. 112, Sec. 35.721-3. 

28 Premier Products Co., 2 T.C. 445 (1943), discussed infra. 

29 § 721(b), quoted supra. 

3° Under the theory here outlined, the exclusion of 25% over the average of 
amounts received in the test period is explained as intended to prevent relief for 
abnormal income attributable to war-time economic conditions. 

31 Shoup, The Concept of Excess Profits under the Revenue Acts of 1940-42 (1943), 
10 Law & Contemp. Pros.. 28, quoted in note 1, supra. 

32 See note 3, supra. 
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amounts which are not so attributable. Hence, he is authorized to provide 
exclusions in addition to those set forth in the statute. This viewpoint 
proceeds on the theory that the principles promulgated by the Com- 
missioner, pursuant to the Congressional mandate, are “legislative” rather 
than “interpretative” regulations. As such they are entitled to be judged 
solely by the criteria of reasonableness and consistency with the statutory 
framework.** 

The first general principle is that: “Items of net abnormal income are 
to be attributed to other years in the light of the events in which such 
items had their origin, and only in such amounts as are reasonable in 
the light of such events.”’** This principle would seem to justify methods 
of allocation other than those prescribed in later sections of the regula- 
tions.*® 

The second general principle is that “to the extent that any items of net 
abnormal income in the taxable year are the result of high prices, low 
operating costs, or increased physical volume of sales due to increased 
demand for or decreased competition in the type of product sold by the 
taxpayer, such items shall not be attributed to other taxable years.” 
Moreover “in attributing items of net abnormal income to other years, 
particular attention must be paid to changes in those years in the factors 
which determined the amount of such income, such as changes in prices, 
amount of production, and demand for the product.’ ** It is arguable that 
the Commissioner’s interdiction against that portion of abnormal income 
derived from the war economy is far more rigorous than the statute itself. 
According to this viewpoint the statute has already provided the 125 per 
cent formula to account for these very inflationary elements. Now comes 
the Commissioner with another formula which goes far beyond the 
statutory provisions and which duplicates in part the disallowance re- 
quired by the statute. 

Assuming that the Commissioner is authorized to make exclusions 
from net abnormal income beyond those provided in the statute,** this 
principle is valid if interpreted to require disregard of the effects of eco- 
nomic conditions existing generally in the year of realization. To the 
extent that an abnormality results from such conditions, it is not attribut- 
able to other years; hence a prerequisite to statutory relief is lacking. 


33] Mertens, Law oF FEepERAL INCOME TAXATION 87. Surrey, The Scope and Effect 


of Treasury Regulations Under the Income, Estate, and Gift Taxes (1940) 88 U. oF Pa. 
L. Rev. 556. 
34 Reg. 112, Sec. 35.721-3. 
35 See page 180. 
36 Reg. 112, Sec. 35.721-3. The one-sided nature of this rule is discussed below, page — 
37 See page 160. 
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However, a reduction in unit costs is often directly and solely due to 
internal factors that have no relationship to the external economy. Then 
the reduction in costs should not result in a reduction in the size of the 
net abnormal income. In such a case a taxpayer should be entitled to a 
full measure of relief despite the regulations, for there is nothing in the 
statute which indicates a Congressional purpose to deny relief under those 
circumstances. 

For example, suppose that the abnormal income was derived from the 
development of a cost-saving device employed in a manufacturing process. 
If the regulation be construed to prohibit relief in such a case, it is in con- 
flict with the statute. 

The third general principle is that “no portion of an item of net abnor- 
mal income is to be attributed to any previous year solely by reason of 
an investment by the taxpayer in assets, tangible or intangible, employed 
in or contributing to the production of such income.” ** 

Even if the Commissioner is authorized to create exclusions from net 
abnormal income attributable to other years (provided that his provisions 
are consistent with the statutory scheme) the justification for this third 
principle is not clear. Congress has not evinced any intention to treat 
income derived from investment less favorably than income derived from 
other sources. Indeed, from the beginning of the excess profits tax law, 


long-term capital gains, and dividend income have been exempt from the 
89 





tax 

Nevertheless, in the case of Premier Products Co.,*° this principle was 
upheld, as applied to the facts in that case. There the taxpayer had pur- 
chased certain life insurance policies on the life of its president for the 
sum of $8,400.00. The premiums paid by it to the death of the insured 
aggregated $20,898.50. In 1940 it received the proceeds, amounting to 
$100,376.23. On its excess profits tax return for that year, it treated 
the resulting gain as abnormal income attributable to the years in which 
the policies had been acquired and the premiums paid. The Commissioner 
assessed a deficiency on the ground that “life insurance proceeds did not 
constitute abnormal income under section 721 of the Internal Revenue 
Code.” 

The court disagreed with the Commissioner’s determination that the 
insurance proceeds did not constitute abnormal income, but sustained the 


38 Reg. 112, Sec. 35.721-3. 

39 §§ 711(a) (1) (B) and (F), 711(a) (2) (A) and (D). 

402 T.C. 445 (1943). See E. T. Slider, 5 T.C. No. 29, for an even more extreme case, 
also involving insurance proceeds. There the death occurred in 1939, but because of a 
dispute as to ownership the proceeds were held not to constitute income until 1940 when 
the dispute was settled. The income, concededly abnormal, was held not attributable to 
1939, the year of death, or any year other than 1940. 
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deficiency on the ground that no part thereof was attributable to other 
years. It held that the purchase of the policies was obviously an invest- 
ment, and that similarly the premium payments were investments because 
they were not deductible items. No reason, other than these investments, 
was given for attributing the income to other years. Hence, since the 
regulations forbade attributing abnormal income to other years solely by 
reason of an investment, and since no basis was shown for holding the 
regulations invalid, the taxpayer could not prevail. 

The court’s attitude is not readily understandable.** The argument that 
the non-deductibility of the premiums required a holding that those pay- 
ments were investments is sophistical and does violence to the statute. 
Deductions are permitted by legislative grace, and only when clearly within 
a statutory provision. Thus, acknowledged and legitimate business ex- 
penses are deductible only when “ordinary and necessary.” An extraordi- 
nary business expense is not a capital expense (or an investment) merely 
because it is not deductible.** 

Expenditures for research are deductible only if they qualify as business 
expenses, and the deduction for business expenses is intended to cover 
expenditures the benefits of which are realized within the taxable year. 
When the expenditure is made to acquire a benefit which extends beyond 
the taxable year, it is usually considered “capital” and hence not de- 
ductible. That is only because of the annual accounting requirements on 
which the income tax law is based. But section 721 was specifically 
designed to alleviate some of the hardships resulting from that artificial 
(albeit administratively useful) concept.** Any test which ties the relief 


41 Counsel for the taxpayer has stated: (Briggs G. Simpich in 76 Journal of Account. 
505): “It is difficult to conceive of a set of facts that would afford a better basis for 
disregarding the regulations than those encountered. . . . 

“It does seem that here we have a case of real hardship. Generally the proceeds from 
life insurance policies are not taxable at all. It was only by reason of the unusual cir- 
cumstance whereby petitioner acquired the policies for a valuable consideration that 
any tax liability whatever arose. The income was clearly abnormal and the Tax Court 
so held. The proceeds from the policies were not affected by the war. The amounts 
received would have been the same if there had been no war. The death of the 
insured in 1940 did not give rise to the income; the income resulted from the insurance 
contracts which had been in effect for many years. Death of the insured merely deter- 
mined the date of payment of the proceeds of the policies. In the light of these circum- 
stances ‘sympathetic administration’ would seem to require that relief be granted and 
if that relief could not be granted under an all-inclusive regulation of the Commissioner, 
then it would seem that such regulation might well be disregarded in a case of this 
nature. 

“The Tax Court held otherwise, and the unfortunate thing is that under Section 732(c) 
of the Code its decision is final, and not subject to review by a Circuit Court of Appeals.” 

#2 See Connally Realty Co., 31 B.T.A. 349 (1934), aff’d, 81 F. (2d) 221 (C.C.A. 5th, 
1936). 

43 See note 1, supra. 
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afforded by section 721 to that concept is therefore inconsistent with the 
spirit of the legislation. 

Moreover, the court gave no consideration to the facts that the income 
had accrued over a period of years, and hence was economically earned in 
those years; that insurance, in addition to being an investment, is a pur- 
chase of protection against the loss of services of the insured ;** and that 
more than payment of money was involved in producing the income, since 
recurring decisions of management to keep the policies alive were also 
contributing factors. 

These might seem tenuous bases on which to justify a contrary result. 
The regulation, by its terms, does not require anything more. It prohibits 
attributing income to another year if investment is the sole**® reason 
advanced to justify such allocation. Indeed, if it did require more, its 
validity would be questionable. It would then squarely conflict with the 
clearly disclosed Congressional intent to grant relief in all cases in which 
income, abnormal in quality or amount, and economically earned in 
another period, is subject to excess profits taxes in the year of realization. 
That investment income is not beyond the pale is clearly indicated by the 
statutory provisions exempting long-term capital gains and dividend 
income from excess ** profits tax and by the provisions in section 721 
itself which recognize dividends from foreign corporations, income from 
termination of leases and income from development of property (all of 
which are wholly or partly investment income) as separate categories of 
potentially abnormal income.** 


44 In an article in the N. Y. Times, Sept. 5, 1943, Sec. 5, p. 1, col. 5, Godfrey Nelson 
stated : 

“The case under discussion tends to prove the impracticability of attempting to grant 
relief in hardship cases by the application of precision rules. It is not to be expected 
that any number of minds, however keen and foresighted, could, from either experience 
or imagination, enumerate even by classes all the multifarious cases which should merit 
relief under the law. 

“Comparing the present mode of dispensing relief with that employed under the 
World-War I excess-profits tax law, it is safe to predict that the current rigid method of 
application will lead to such an avalanche of litigation that our courts will be passing 
upon such cases many years hence.” 

45 “Sole” leaves no leeway. Cf. Helvering v. Southwest Consolidated Corp., 315 U.S. 
194 (1942). 

46 See note 39, supra. 

47 Tt is difficult to conceive of a case to which the regulation, if valid at all, properly 
applies. The following examples represent an attempt in that directicn: (1) a taxpayer, 
who had previously never derived income from rents, in 1939 acquired a building and 
leased it to a tenant for a period of years. The rent was on a sliding scale and the amount 
received in 1940 exceeded the amount received in the previous year. There is no reason, 
other than the purchase of the building and the execution of the lease in 1939, to attribute 
to 1939 the abnormal income received in 1940. (2) A taxpayer, who had previously never 
derived income from rents, in 1939 acquired a building and leased it to a tenant for a 
period of years. The lease provided for a fixed monthly rental and an additional sum 
measured by a percentage of the tenant’s sales, payable 30 days after the close of the 
year. In this case the amount of additional rental should be attributable to 1939, since 
under the lease 1939 sales provided the basis on which it was computed. 
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RELIEF FOR THE STATUTORY CLASSES OF INCOME 


The regulations provide detailed rules for determination of the relief 
obtainable with respect to items of income falling within the statutory 
classes. 

Claim, Award, Judgment, Decree or Interest Thereon. Items of in- 
come arising out of a claim, award, judgment or decree, or out of interest 
thereon, are all of the same class. Thus, in determining the existence of 
an abnormality with respect to an item of income falling within that class, 
amounts of income of other types within the class must be considered. 
For example: if in 1942, the taxpayer received five years’ interest on 
a Federal tax refund, the entire amount of such income cannot be con- 
sidered abnormal if during the previous four years the taxpayer had de- 
rived income from a judgment, though on a wholly unrelated matter. 

Because of the arbitrary limitation on the amount of relief which may 
result from this broad statutory classification, it is desirable whenever 
possible to treat an item of abnormal income, which ostensibly falls within 
the class, as constituting a separate class. If the item is derived from a 
claim, judgment, award or decree, or from interest thereon, such separate 
classification is impossible. Of these all but “claim” are unambiguous 
terms and Congress has clearly expressed its intent that income from all of 
them should be grouped together. 

Where income is derived from a claim, however, the taxpayer has more 
latitude in including items thereunder. There is no definition of the term 
“claim” in the law or regulations.** Thus, while Congress probably did 
not intend the term “claim” to be given a narrow, technical meaning 
(i.e., including only litigated claims, tax refund claims or bankruptcy 
claims), it probably did intend to exclude items (unless disputed and de- 
mand asserted) such as prizes, bad debt recoveries,*® discounts, rebates, 
or bonuses for contract fulfillment. These items, therefore, need not be 
grouped with others which clearly fall within the first statutory class. 

The allocation to other years of items of income within this class must 
be made with due regard to the nature of the claim upon which the recov- 
ery is founded. The regulations provide that “allocation will generally be 
made to the year or years during which occurred the exploitation, removal, 


48In R. C. Harvey Company, 5 T.C. No. 49, it was held that “claim” as used in 
§ 711(b) (1) (H) includes a demand made by a discharged employee for amounts payable 
under his employment contract. Suit was threatened, but not instituted. It was obvious, 
however, that there was a bona fide dispute between the parties. 

49 Since recoveries of bad debts which were deducted in taxable years prior to January 
1, 1940, are excluded from excess profits net income (§ 711(a) (1) (E) and (a) (2) (H)) 
the reference in the text is applicable only to bad debts deducted in an excess profits tax 


year. 
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or use, as the case may be, of the property right forming the subject matter 
of the claim, award, judgment, or decree.”’*° An example is given of a 
judgment of $350,000.00 obtained in 1942 for an encroachment on 
mineral property. It is assumed that the taxpayer had never previously 
derived income from any like source and that no deductible expenses were 
incurred in 1942 with respect to obtaining the judgment. The judgment 
was based on $1.00 per ton for ore removed in each of the years 1941 
and 1942. In the former year, 150,000 tons were removed; in the latter 
year, 200,000 tons were removed. Thus of the $350,000.00 recovered, 
$150,000.00 is attributable to 1941 and the balance to 1942. 

This example is clear, but in few actual cases are the facts as simple as 
those assumed. It may not be possible to show the exact amount of 
exploitation or loss which occurred in each year. Suppose the judgment 
is entered on a jury verdict not supported by specific findings? Suppose 
the amount recovered is a lump sum settlement which is concededly a 
compromise by both parties? In such cases, the rule provided is in- 
applicable, but that does not mean that no relief is available. The regula- 
tion does not provide an exclusive rule; it states that “allocation will gen- 
erally be made” to the years in which the exploitation occurred. It is, 
therefore, permissible to make the allocation on some other basis, and, 
if the facts warrant nothing else, it should be made ratably*? over the 
entire period during which the event which gave rise to the claim 
occurred,** 

Long-Term Contract Income. Until the enactment of the 1942 amend- 
ments, the statute provided a separate classification for “income consti- 
tuting an amount payable under a contract, the performance of which 
required more than 12 months.” This provision was deleted by section 
222 of the 1942 Act, which at the same time added section 736(b) 
of the Internal Revenue Code.** That section permitted taxpayers to 
elect to report income from long-term contracts, derived in taxable years 
beginning after December 31, 1941, by the percentage of completion 
method, and also permitted an election (exercisable no later than April 

50 Reg. 112, Sec. 35.721-6. 

51 Cf. rules with respect to allocation of income from accounting changes, termination 
of leases, and foreign corporations. See pages 183-185. 

52 See discussion of ratable allocation, page 180. 

53 The Tax Court in Premier Products Co., 2 T.C. 445 (1943), recognized that the 
lack of a prescribed method of making the allocation of abnormal income did not bar 
relief. The court wrote (2 T.C. at 456): 

“However, notwithstanding the Treasury Regulations do not prescribe a method of 
allocation to prior years of income of the sort we have here, we think a method of 
allocation could be found if we should hold that any part of the $53,471.70 abnormal 
income in question was attributable to prior years.” 


54 § 736. 
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21, 1943) to use such method for earlier excess profits tax years. If the 
taxpayer did not exercise this election, long-term contract income derived 
by it in excess profits tax years beginning before December 31, 1941, and 
attributable to future years under section 721, is includible in the gross 
income of such future years. 

The regulations® provide a single, definite rule®* for allocation to 
other years of long-term contract income derived in taxable years begin- 
ning prior to December 31, 1941, which was treated as abnormal income. 
The allocation is made to prior years during which expenditures were 
incurred on account of the contract, and in the proportion that the expend- 
itures made in each such year bear to the total expenditures. 

While use of this method is apparently mandatory, a taxpayer which 
is unable to ascertain the expenditures made in each year should not be 
denied relief if it is able to show some other reasonable basis consistent 
with the principle set forth in section 35.721-3 of the regulations: i.e., 
that items be attributed to other years in the light of the events in which 
such items had their origin, and only in such amounts as are reasonable 
in the light of such events.*” 

Income From Exploration, Discovery, Research or Development. This 
statutory class includes: “ .. . income resulting from exploration, dis- 
covery, prospecting, research, or development of tangible property, .. . 
patents, formulae, or processes, or any combination thereof, extending 
over a period of more than 12 months... .” °° 

Several preliminary comments may be made on the apparent scope 
of the provision: — 

1. “Research” and “development” are activities generally carried on 
with respect to patents, formulae or processes. They are also conducted, 
however, in connection with designs, business methods, other unpatentable 
ideas and trademarks. The proper classification of income derived from 
these latter types of intangible property is not clearly discernible from the 
statute or the regulations. The statute refers to “tangible property” on 
the one hand, and to “patents, formulae and processes” (not to intangible 
property) on the other. 

A literal reading of the statute would seem to require, therefore, ex- 
clusion of income from unmentioned intangibles from the statutory 
class. A more logical interpretation would seem to be that “patents, 


55 Reg. 109, Sec. 30.721-7. 

56 Cf. rules with respect to income from judgments page 171, and income from ex- 
ploration, below this page. 

57 See page 165. 

58 Reg. 112, Sec. 35.721-7. 
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formulae and processes” °* are mentioned merely as examples of intangible 
property, and not as comprising the only intangibles, income from develop- 
ment of which falls within the statutory class. If income from research 
or development of unmentioned intangibles is subject to separate classifi- 
cation, the provision designed to prevent duplication of relief under sec- 
tion 722 and the subsection under discussion would be inapplicable where 
the income is derived from such sources. It is inconceivable that such a 
loophole was intended. 


5° These words must be construed in their ordinary, rather than in a technical, sense, 
absent is any indication that a technical interpretation was intended by Congress. 1 
Mertens, LAw oF FEDERAL INCOME TAXATION 81. See § 119(e). It is the only 
other time these words are used in the statute. There direction was given to the Treasury 
to determine “processes and formulae” for allocating foreign income to the United 
States. It was directed (paraphrasing Webster) to obtain rules, reasoning, motions and 
actions to accomplish a given purpose. The history of § 721 reveals no Congressional 
intention to define these terms in any narrow sense; e.g., to recognize the existénce of a 
formula or process only in connection with a patented article or an article which can be 
patented. They must, therefore, be construed as having their ordinary meanings. 
1 Mertens, LAw oF FEepERAL INCOME TAXATION 81. Thus any formula or process, 
whether or not related to tangible property, falls within the statutory provisions. The 
word “process” relates as well to a process of reasoning as to a process of manufacture, 
indicating clearly that the word is commonly used in an abstract as well as a physical 
sense. The word “formula” relates not only to a prescripfion for the compounding of 
chemicals but also to a “fixed or conventional method in which anything is to be done, 
arranged or said’”’—or “an established rule” indicating that the word, as commonly used, 
includes rules or ideas not connected with tangible things. For example, a fixed method 
of gathering, sorting, editing and presenting news is a “fixed method in which anything 
is to be said, done or arranged.” That these definitions really conform to the commonly 
accepted meaning of the words is evident from the fact that the picture generally con- 
jured up in the mind when the words “formula” or “process” are used is a picture of 
that most abstract of all sciences (mathematics), or of a method or treatment com- 
pletely unrelated to mechanics or mechanisms. 

§ 107 was created and amended at about the same time that § 721 was written 
into the law. § 107 uses commonplace words in other than a common meaning. § 107 
was intended to grant relief (as was § 721) for work covering a period of at least 36 
months when the result could be termed “artistic work or invention.” The dictionary 
conception of artistic work or invention is any effort by craft, cunning, artifice, skill, 
dexterity, knack, science, tact, training, facility, power, discovery, etc. And that is 
the common meaning. But it may be freely granted that artistic work and invention may 
have been accomplished (in ordinary parlance) to secure: (1) ordinary business or 
trading income arising from skill, training, experience, tact, cunning—i.e., aside from 
personal services that have been given relief under § 107 (a); (2) capital gain income, 
due to work, skill, training, etc., income over a period of time; or (3) income from dis- 
covery, formulae or processes or from perspiration, science, power, training, etc., upon 
many other devices other than a literary, musical or artistic composition. Yet none of 
these secures relief under § 107, since the congress restricted the term “artistic work and 
invention” to mean labor upon, or invention of, a literary, musical or artistic composition. 
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It would seem to. follow, therefore, that the section should be construed 
to include within its scope income from research or development of all 
kinds of intangible property, not merely “patents, formulae and proc- 
esses.” °° The legislative history indicates that Congress did not intend 
to limit the scope of this class to income derived from any particular type 
of property, or any particular type of business.* 

2. The regulations provide that income resulting from the prescribed 
activities, if carried on by a predecessor, is not entitled to relief under 
section 721.°* There is nothing in the statute which is susceptible of such 
interpretation, nor has the Commissioner been authorized to issue regula- 
tions defining the cases in which relief shall be given or denied. His action 
is probably based on the 1940 Conference Committee Report, which in- 


60 § 721(a) (2) (C). 

61 Any doubt as to whether Congress intended relief to be restricted to natural re- 
source industries, or to any other particular type of business, is dispelled by the following 
colloquy which took place on the floor of the Senate: 

“Mr. ApaMs. The Senator (Mr. Harrison) will recall that it was provided in the bill 
which passed the Senate on the former occasion that when a mine or other property 
was developed over a course of years, and money was spent in its development 1, 2, 
3, 4 and 5 years, and at the end of the period those making the development were 
fortunate enough to make a substantial return—the return which they were seeking 
in the period of development—the profits of the last year should be distributed back 
over the period of development, not to exceed 5 years. 

Mr. Harrison. I may say that that matter was very important. In addition to allowing 
mining interests the right to spread the income over the development period, the bill 
allows a two-year carry-over for unused credits, special relief for growing corpora- 
tions and other relief for changes in the character of the business. 

Mr. Georce. Under this bill, which is entirely remedial, it is permissible to go back 10 
years, or even further than that. It is permissible to go back through the whole 
period of development; and in that way the bill is helpful to the mining industry. It 
is not helpful to the mining industry alone. Jt is helpful to any type of corporation; 
but it does result in very great benefit to the particular lines of indusity that have 
a development reaching back over a period of time. 

Another thing the amendment does is that various hardship cases are relieved. 
Many of them would be mining companies as well as other companies, but par- 
ticularly the period through which the cost of development may be spread goes 
back further than the amendment which was carried to conference. Jt may go back 
through the whole period of development. 

Mr. Apams. I was thinking not alone of mining companies. The bill applies equally to 
an inventor. 

Mr. Georce. It applies to all. 

Mr. Apams. It applies to a man who was working on an invention over a period of 
years, spending his resources, and finally accomplishing his purpose. 

Mr. GeorceE. The Senator is correct. It applies to all equally. It applies to every corpora- 
tion, regardless of the kind of business it is doing.” (Italics ours.) (Cong. Rec., 
Vol. 87, pt. 2, 77th Cong. Ist Sess. 1636-1637, March 3, 1941.) 

62 Reg. 112, Sec. 35.721-7. 
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dicated that predecessors’ activities should be ignored.** The regulations 
throw no light on the treatment of cases in which the development was 
carried on in part by the taxpayer and in part by a predecessor. A rule that 
in such cases the taxpayer will be required to show the extent to which 
its activities contributed to the final result, and that the relief will be 
restricted to the income derived from taxpayer’s activities alone, would 
be tantamount to denying relief. It is obviously impossible in most cases to 
show with any semblance of accuracy how much any particular part of a 
continuous development or research process contributed to ultimate finan- 
cial success. This would seem to be a situation in which ratable alloca- 
tion should be permitted.** 

3. To the extent that a taxpayer derives recurring income of this 
statutory class, the relief available declines each year, even if the income 
is maintained at an even level. This anomaly is a by-product of the 
definition of “abnormality in amount,” i.e., only income in excess of 125 
per cent of the preceding four-year average may be deemed abnormal. The 
reason for this serious limitation on relief is not clear.°° It should be 


®3 The original bill passed by the Senate specifically provided that the development or 
research activity of a predecessor should be taken into consideration. This was deleted 
in conference. The Conference Report states: 

“The item relative to income resulting from explorations, etc., has been rewritten. The 
exploration, etc., from which the income is derived must be the taxpayer’s own explora- 
tion. Income resulting from activities of such a character carried on by a predecessor 
corporation is not entitled to the treatment provided in Section 721.” H.R. Rep. No. 3002, 
76th Cong., 3d Sess. (1940), 1940-2 Cum. Butt. 548, 556. 

The regulation appeared in the 1940 edition (Reg. 109, § 30.7214) and was retained 
in 1941 despite the complete overhauling of the statute by the 1941 amendments. (T.D. 
5045, 1941-1 Cum. Bu Lt. 69.) Just what is a “predecessor” for the purpose of this 
regulation, and why activities of a predecessor cannot be considered in a 721 (a) (2) (C) 
case, (although no such prohibition is applicable to cases involving other subdivisions of 
§ 721) has never been revealed. It is noteworthy that the Conference Report, from which 
the regulation probably stems, speaks of predecessor corporations. Does this mean that 
activities of predecessor individuals or partnerships will be recognized? There would 
seem to be room for the argument that where activities of a predecessor are relied on, 
a separate classification of the abnormal income may be asserted under the “breadbasket” 
clause of § 721(a) (2), which was enacted in 1941. In any event, this regulation must be 
kept in mind if reorganization is contemplated, for it may cause the loss of an otherwise 
good relief claim. 

64 See note 53, supra and page 180. 

®5 Congress has recognized that if an item of abnormal income is actually attributable 
to prior years it should be relieved of excess profits tax of the current year (to the extent 
that such tax is greater than it would have been in the years to which the income is 
attributable). That a similar item was given relief in previous excess profits tax years 
should have no bearing on the merits of the claim for relief for the current year, since 
the underlying theory of the legislation is to limit the tax burden on income economically 
attributable to another period. The hardship is especially severe in cases where other 
items of abnormal income of the same class, but from different units of property, were 
realized during the test period. For example, suppose corporation A received patent 
royalties of $10,000.00 a year from 1936 to 1939. During that period it was also engaged 
in research, which in 1939 was rewarded by another patent, unrelated to the first. The 
abnormality of income from the second patent will be measured by income from the 
first, even though that one may have ceased to produce income by 1940. 
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removed by a statutory amendment to the effect that the test period does 
not include any year beginning after the end of the taxpayer’s base 
period,®* unless the years to which the income is attributable began on or 
after that date. 

Income of this class may be derived by a taxpayer whose activities are 
not restricted to those prescribed, and who realizes the income partly 
through other activities. Provision is made for such taxpayers by the 
regulations,*’ which state that only such portion of the income as is derived 
from the prescribed activities may be deemed to be within the statutory 
class. An example is given of a corporation which develops a patented 
device. It manufactures and sells the device itself and also licenses others 
to do so. Each dollar of net profits from sales is the result of a combina- 
tion of the development, manufacturing and selling activities. The regula- 
tion states that the part of the profit which is derived from the two last- 
mentioned activities must be eliminated. 

It has already been pointed out that the power of the Commissioner to 
create extra-statutory exclusions which whittle away net abnormal income 
is seriously open to question. Nowhere does the statute require that operat- 
ing income be split up and allocated so much to manufacturing activities, 
so much to selling activities, and so on. 

It is arguable that the similarity in language between section 
721(a)(2)(C) and section 105, coupled with the use of the same equitable 
principle of tax relief from bunched-up income, indicates that similar mean- 
ings were intended. The regulations issued under section 721, however, 
truncate the relief given by that section by requiring elimination of such 
portion of the income from exploration, development, etc., as is supposed 
to result from factors other than direct development and from inflated 
prices, lower costs or changed demand. Since these influences are in- 
capable of precise measurement, they introduce speculation and uncertainty 
into tax computations. 

In the event that the Commissioner is held to have the power to make 
additional exclusions, the validity of this particular requirement will prob- 
ably be sustained as applied to most cases. The argument in support of 
the regulation is that Congress intended relief to be available only for 
income attributable to other years,** and manufacturing and selling profits 


66 Under § 722, events occurring after the end of the base period generally cannot be 
made the basis of a relief claim; there seems to be no logical reason why receipt of 
income after such period should reduce a relief claim. Only two of the statutory classes 
of potentially abnormal income are likely to include recurring items; the class under 
discussion and class (F), dividends from foreign corporations. The proposed amend- 
ment could therefore leave the definition of abnormality in amount unaffected in the . 
cases of other classes of income. 

67 Reg. 112, Sec. 35.721-7. 

68 See discussion of this question page 165. 











178 TAX LAW REVIEW [Vol. 1: 


generally result from activities of the year in which the profits are realized. 
To some extent, of course, current profits of a business are the result of 
everything that has gone before : the advertising campaigns, acquisition of 
customers’ goodwill, and development of improved methods of manufac- 
ture and distribution which come with experience. From this viewpoint, 
any increase (over 125 per cent of the test period average) in sales profits 
may be considered abnormal income attributable to other years. On the 
other hand, it may be contended that Congress did not intend relief to be 
so widely available. The causal connection between current sales profits 
and activities of the past is generally too remote, and the income usually 
lacks the windfall characteristic which prompted the original legislation. 
But even if this view be adopted, it does not follow that no part of a 
manufacturing or selling profit can ever be deemed abnormal income 
attributable to other years. 

Thus, if a taxpayer can show (1) that its rate of manufacturing or 
selling profit is unusually high and (2) that such unusually high rate is the 
fruit of a program of development of manufacturing or selling methods, 
then that part of such profit which exceeds the normal manufacturing and 
selling profit in the industry should not be excluded from consideration 
as potentially abnormal income.*® This is true whether or not the develop- 
ment of manufacturing and selling methods was carried on in connection 
with research or development of a new product, patent, or formula. Manu- 
facturing and selling are processes, and “income resulting from develop- 
ment of processes” is potentially abnormal. The example given in the 
regulation should, therefore, be interpreted as requiring elimination only 
of manufacturing or selling profits which are not themselves the result of a 





development program. 

In that example, it is ruled that where the taxpayer both manufactures 
and sells a patented device and also licenses others for a royalty of $10.00 
per device, the “income resulting from the development of the device 
is the sum of the royalties included in income and so much of the income 
arising from the sale of the units manufactured by the taxpayer itself as 
does not exceed $10.00 for each device so manufactured and sold.”” This 


6° Of course the unusually high profit will have to pass the 125 per cent test. If the 
development of the manufacturing or selling process is the activity relied upon to bring 
the income into the statutory class, that test requires comparison with the unusually high 
manufacturing or selling profit (if any) in the test period. In other words, the normal 
manufacturing or selling profit should be eliminated from test period income as well as 
from income of the current year. If development of manufacturing and sale processes 
was carried on together with development of the product whose manufacture or sale 
produces the income, each dollar of net profit will be composed of two items of 
potentially abnormal income; one resulting from development of the product and the 
other from development of the manufacturing or selling process. Each of these items 
must pass the 125 per cent test separately, although they are of the same statutory class. 
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is a simple formula for the solution of a problem which otherwise might be 
extremely difficult. Its use can be extended to cases where the taxpayer 
does not license others, but where it is the sole man'facturer and seller of 
the developed product. Such taxpayers should furnish evidence of the 
royalty per unit which could be obtained through an arm’s length licensing 
agreement. 

Of course, the formula cannot be used where the royalty yardstick is 
unavailable. If a product is made by a secret process, it may be impossible 
to procure credible testimony as to the royalty obtainable from licensing 
agreements, since the taxpayer will generally be unwilling to disclose the 
process to others, and without such disclosure expert testimony may not be 
procurable. In such cases, other methods will have to be used, such as 
ascertainment and elimination of normal manufacturing and selling 
profits. 

After.the existence of potentially abnormal income of this class has 
been ascertained, it is necessary to determine the amounts attributable to 
other years. In this connection, the rule of section 35.721-3 of the regu- 
lations against attributing net abnormal income to other years to the 
extent that it results from “high prices, low operating costs, or increased 
physical volume of sales due to increased demand for or decreased com- 
petition in the type of product sold,” must be considered.*® All these 
clements will be present to some extent in most cases involving abnormal 
income resulting from research, development and kindred activities, and 
it will be incumbent upon the taxpayer to eliminate their effects. The 
attitude of the courts with respect to this requirement is foreshadowed by 
the decision of the Tax Court in [Villiam Leveen Corporation. That case 
involved abnormal deductions in the base period which the statute requires 
must be shown not to be “a consequence of an increase in the gross 
income.” The Tax Court wrote: 


To establish such a negative may be a difficult task, and how it is to be ac- 
complished cannot be formulated in a rule. Perhaps the proof is best made 
by proving affirmatively that the abnormal deduction is a consequence of 
something other than the increase in gross income and that such proven cause 
is the converse or opposite of an increase in gross income and could not be 
identified with an increase in gross income. But difficult as the proof of the 
negative may be, it is what the statute requires; and, since it is required in 
clear and express terms, its rigors may not be abated by softening construc- 
tion.7! 

The next step is the affirmative allocation. The regulations provide that 


70 Here, too, of course, there is room for argument that the Commissioner has 
exceeded his power. See page 166. 

™1 3 T.C. 593 at 595 (1944). An heroic attempt to mect the burden of proof required 
under the rule of the Leveen case failed in Iron Fireman Mfg. Co., 5 T.C. No. 51. 


3 
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“in general” allocation to other years of items of net abnormal income 
falling within this statutory class shall be made in accordance with the 
expenditures made each year for the exploration, development, etc., 
which resulted in the income."* Use of the prefatory words “in general” 
indicates that the method designated is not intended to be exclusive.” 
A taxpayer may be unable to show the expenditures made each year during 
the course of the development, or expenditures may have been relatively 
unimportant in achieving the final result. While the regulations are silent 
with respect to the treatment of such cases, there is strong support for 
the belief that Congress intended allocation to be made ratably over 
the entire development period, at least in cases where no more accurate rule 
is applicable. 

The original section 721, as drafted by the Senate Finance Committee, 
declared merely (as does the present law) that allocation shall be made in 
accordance with regulations prescribed by the Commissioner.”* On the 
floor of the Senate, the bill was amended to provide specifically that income 
of this statutory class must be allocated ratably over the preceding years, 
but in no event for a period of more than five years.”* In conference, the 
entire provision regarding allocation was eliminated,® but subsequent 
discussion on the floor of the Senate makes it clear that the deletion was 


72 Reg. 112, Sec. 35.721-7. 

73 See note 51, supra. 

74 § 721(a) of Senate bill. 

™ This was done in the following manner: 

“Mr. Apams. I wish to call the attention of the Senator from Mississippi to a sug- 
gested amendment which would put in the bill provisions which I am told are 
in the present statute. I was going to ask that there be added, after the word 
‘Secretary’ in line 8, on page 110 the following: 

Provided, that the amount of such abnormal income under subsection (3) 
of this section shall be attributed equally among the preceding years 
(not exceeding 5 years) during which such research, development, 
prospecting, or exploration was being conducted. 

In other words, instead of leaving it solely to the discretion of the Secre- 
tary, that is a specific provision that the abnormal income shall be 
divided over the preceding years... . 

Mr. Harrison. The Senator restricts his amendments to 5 years when he could have 
provided a period of 10 years. 

Mr. Apams. I shall be glad to change my amendment from 5 years to 10 years. 

Mr. Harrison. Or 20 years. 

Mr. Apams. We will say 10 years.” (Cong. Rec., Vol. 86, pt. 11, 76th Cong., 3d Sess. 
12,183, Sept. 14, 1940.) (Italics ours.) 

76 The Conference Committee report states : 

“The item relative to income resulting from explorations, etc., has been rewritten. The 
exploration, etc., from which the income is derived must be the taxpayer's own explora- 
tion. Income resulting from activities of such a character carried on by a predecessor 
corporation is not entitled to the treatment provided in Section 721.” H.R. Rep. No. 3002, 
76th Cong., 3d Sess. (1940), 1940-2 Cum. Butt. 548, 556. 
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the result of controversy over the period to which the allocation should 
be limited, and not over the theory of ratable allocation.” No voice was 


77 “Mr. Harrison. Under Section 21 of the bill as agreed to in conference, the amount 
attributable to any previous taxable year or years is to be determined under 
rules and regulations prescribed by the Commissioner with the approval of the 
Secretary. In the case of income from exploration, and so forth, the Com- 
missioner is required under the language of this section to allocate so much 
of such income as is not attributed to the taxable year to each of the preceding 
years. 

Mr. Apams. The Senator is reading the statements as to the Senate amendment, 
but not a statement as to the conference report. 

Mr. Harrison. I am referring to the section of the law itself and the interpretation 
placed upon it by both the Treasury and our own experts. 

It was the viewpoint of every expert in our conference—those representing 
our joint committee and those representing the Treasury—that we had taken care 
of the very situation the Senator pointed out in his amendment; that explora- 
tions might not run back just 5 years, but might run back 20 years, and that 
the Commissioner would be required to make the adjustments. 

Mr. Apams. The Senator is quite correct that the authority exists in the Treasury 
Department to make the adjustments, but in the conference report there is no 
compulsion upon the Treasury Department to make the adjustments. It is all 
within their discretion. 

The amount to be attributed to previous years is to be determined by the 
Commissioner or the Treasury Department. Then the subsections which follow 
deal with the amount to be attributed to previous years; but the amount to be 
attributed comes from the exercise of the discretion of the Treasury Depart- 
ment. In other words, there is not a particle of compulsion upon the Treasury 
Department to meet the problem. Of course, I am hopeful that the Treasury 
Department will recognize the implications of the language rather than the 
unrestricted discretion. 

Mr. Harrison. If. anyone was misled and there could be the interpretation the 
Senator fears, we were the ones who were misled, because, as I have stated, we 
were told by every representative of the Treasury Department, and it was as 
well the belief of our own staff, that the situation was taken care of. 

I give the Senator this assurance, that, so far as I am concerned, if, when 
the question arises, it should be held that what I have stated is not the correct 
interpretation and construction of the law, we will certainly make every effort 
to amend the law in order to take care of the situation. 

Mr. Apams. I am very hopeful that the Senator’s views in the matter will be carried 
out. Of course, the Treasury Department naturally, as is true of every other 
great department, likes to have the power vested in it to make decisions. I am 
not saying they would not do as the Senator expects, but I am saying that they 
are not compelled to, under the proposed law, and out of the bill has gone the 
provision which would have compelled them. 

Mr. Harrison. Because we were all very sympathetic with what the Senatorshad 
in his mind, when he restricted the matter to 5 years, we thought we were 
giving him more than his own amendment was giving him by eliminating the 
5-year limitation. There may be a difference between the construction on the 
part of the conferees and the Senator’s construction, but I give him every 
assurance that if there should be any doubt about the construction the Treasury 
puts on this provision, when the question arises, we will join hands with the 
Senator in remedying the situation.” (Cong. Rec., Vol. 86, pt. 12, 76th Cong., 
3d Sess., 12,919, Oct. 1, 1940.) (Italics ours.) 
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raised against that theory, and it was adopted in the original regulations.** 
Not until the 1941 version of the regulations was issued did the expend- 
itures test appear, and then, as now, it was prefaced by the words “in 
general.” It is reasonable to conclude that ratable allocation may be em- 
ployed by a taxpayer which has established the existence of abnormal 
income of this statutory class attributable to other years but which is 
unable to demonstrate accurately, by proof of expenditures or otherwise, 
how the allocation should be made. 

The statute recognizes that the activities which result in abnormal 
income of the class under discussion may have occurred during the base 
period, and have entered into the computation of a constructive base period 
net income under section 722. To prevent duplication of relief which 
might exist in such cases, it is provided that where constructive base period 
net income has been increased as a result of taking into account the activ- 
ities referred to in section 721(a)(2)(C), only such part of the abnormal 
income derived in an excess profits tax year from those same activities, 
as is attributable to another excess profits tax year, shall be deemed 
attributable to another year. 

The regulations properly interpret this section as meaning that under 
the circumstances described, abnormal income may not be attributed to 
the base period or to any year prior thereto.** Difficulties. arise, however, 
where the activities began during the base period and continued into 1940 
and 1941. It is not stated how abnormal income which resulted from a 
continuous series of activities shall be attributed to that part which oc- 
curred during 1940 and 1941. If the annual expenditures made during 
each year in which the activities were carrjed on can be shown, the alloca- 
tion to 1940 and 1941 is readily determinable. If, however, expenditures 
cannot be shown, the ratable method of allocation should be employed.*" 


78 Reg. 109, Sec. 30.721-4, provided: “ ... in any case the income may be attributed 
ratably to the months in the period commencing with the beginning of the exploration, 
discovery ... and ending with the close of the taxable year.” 

79 Reg. 112, Sec. 35.721-7. An ambiguity in the law is pointed out by 2 MontcomeEry, 
FEDERAL TAXES ON Corporations (1943-44 ed.) 473-474. It is there stated that 
§ 721(f) is not clear as to whether it applies to all abnormal income of the class de- 
scribed in § 721(a)(2)(C), or only to such items as are derived from the factors which: 
produce a larger constructive base period net income under § 722. He illustrates thie 
prolfiem by the following example: 

“Thus, if a taxpayer developed and patented product 4 in 1935 and product B in 1939, 
and its constructive average base period net income under § 722 is increased to reflect 
the addition of product B to its line of products in 1939 (but not the addition of product 
A in 1935), any net abnormal income from patent B in excess profits tax taxable years 
may not, under Section 721(f), be attributed to 1939. Any net abnormal income attribut- 
able to patent A should, however, be attributable to 1935 for purposes of obtaining relief 
under Section 721. 
8° Page 171. 























1946] COMMENTARY UPON SECTION 721 OF THE INTERNAL REVENUE CODE = 183 


Income Includible Because of Change in Accounting Period or Method. 
One of the clearest cases for invoking section 721 occurs when income is 
reportable in the current year rather than in another taxable year as a 
result of a change in the accounting period or method. The regulations 
mention as examples changes from the installment method to the accrual 
method, or from the reserve to the specific charge-off method of treating 
bad debts.** 

When a change is made from the installment to the accrual method, the 
regulations provide that the unpaid installments due on sales made in 
earlier years, which are required to be included in gross income in the 
year of change,** shall be attributed to the years in which they accrued.“ 
With respect to income reportable in the current year as a result of other 
changes in accounting method, it is stated merely that the method of 
attributing such income to other years “is to be determined in each par- 
ticular case upon consideration of all the facts in the case.” 

There will generally be little difficulty in attributing to other years 
abnormal income of this statutory class. For example, when a change 
is made from the accrual to the installment basis (the converse of the 
illustration given in the regulations) it is obvious that collections in the 
current year, required to be included in gross income though accrued in 
prior years,** are attributable to the years in which they accrued. Similarly, 
when a change is made from the cash to the accrual basis, items which are 
includible in gross income in the year of change although previously re- 
ported,*® are attributed to the years in which reported. 

There are cases, however, in which the method of attributing to other 
years abnormal income of this class is not so easily determinable. Some 
of these are: 

1. When a change is made from the reserve to‘the charge-off method 
of treating bad debts, the taxpayer is required to include in gross income 
in the year of change an amount equal to the excess of the additions to the 
reserve deducted in prior years over the actual bad debts of those years.** 
It would seem to follow that the income thus required to be reported in 
the year of change (to the extent that it constitutes abnormal income) 
is attributable to prior years in the amounts that the actual additions to the 
reserve exceeded the actual bad debts in cach of those years. 


81 Reg. 112, Sec. 35.721-8. 

82 T_T. 1805, 11-2 Cum. Butt. 72 (1923). 

83 Cf. regulations dealing with allocation of income in statutory classes (A) and (C). 
Pages 171 and 173. 

348 44(c). 

85 The Bank of Hartsville, 1 B.T.A. 920 (1925). 

86 7.T. 2348, VI-1 Cum. Butt. 67 (1927). 
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2. Changes in method of inventory valuation may result in an increase 
in the income for the year preceding the year of change, through an in- 
crease in the closing inventory of such earlier year.** Here it would seem 
that the allocation of such increased income (to the extent it constitutes 
abnormal income) should be made by revaluing, according to the new 
method, the inventory of each previous year to the extent that it included 
items in the closing inventory of the year of adjustment. 

3. li the elective inventory method (last in, first out) is being used, and 
the taxpayer elects the application of the involuntary liquidation and re- 
placement provisions of section 22(d)(6) of the Code, it would seem 
that increases in income for the year of liquidation and other years prior 
to the year of replacement, which may result from such election,** are all 
attributable to the year of replacement. 

Income Derived by Lessor From Termination of Leases. Income de- 
rived by a lessor from the termination of the lease comprises the fifth 
category of potentially abnormal income. Such income may consist of a 
forfeited deposit,*® or a payment made upon the cancellation of a lease,*° 
or an accrued rent claim. It may arise out of allowance of a claim for 
future rent in a reorganization proceeding.”* In addition during taxable 
years beginning prior to January 1, 1942, income may have been realized 
in the value of improvements erected by a lessee, which passed to the con- 
trol of the lessor upon termination of the lease.*? 

The regulations provide two rules for attributing to other years items of 
net abnormal income of this class : 

1. If the item consists of a payment in, lieu of past or future rent, it 
is attributable to the years in which the agreed rental payments would 


87 This situation could afise where, for example, a taxpayer desires to change from a 
cost or market to a cost basis at a time when market is lower than cost. 

88 Reg. 111, Sec. 29.22(d)-7. 

8® Center Investment Co., 43 B.T.A. 46 (1940). 

99 Tt was held in Hort v. Commissioner, 313 U.S. 28 (1941), that an amount received 
by a lessor from a lessee in consideration of a cancellation of the lease was taxable at 
ordinary rates; that it did not constitute capital gain. When, however, the lessor pays a 
sum to the lessee for relinquishing the lease, the payment is regarded as having been 
made for the purchase of the leasehoid (Henry B. Miller, 10 B.T.A. 383 (1928)) so 
that any gain is taxed as capitai gain and will not be subject to excess profits tax if 
the lease was held more than six months. 

®1 U.S. Bankruptcy Act § 63. 

®2 In Helvering v. Brunn, 309 U. S. 461 (1940), the Supreme Court held that a lessor 
realized income from improvements made by a lessee in the year the lease was 
terminated and the improvements were surrendered. This rule was changed by the 1942 
Revenue Act, which added I.R.C. § 22(b) (11). That section, effective for taxable years 
beginning after December 31, 1941, provides that such income shall be excluded from the 
lessor’s gross income. 
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have been reported had the settlement not been effected.** For example, 
if a lump sum is received for cancellation of a lease, the resulting net 
abnormal income, if any, is “attributable ratably to the years included in 
the balance of the term.” This rule presents no difficulties when the rent 
is not graduated and when the term is of definite duration. If, however, 
the word “ratably” is construed as requiring an equal apportionment over 
the period which is covered by the settlement, or which would have been 
included in the term if the lease had run its course, it will produce an 
inaccurate result where the rental varies during the term. In such cases the 
apportionment should be weighted for the rental payable during each tax- 
able year included in the period.** For example: if a lease with five years 
to run was cancelled on January 1, 1942, for a consideration of $25,000.00, 
and if the rent during the balance of the term was $10,000.00 for 1942, 
$12,000.00 for 1943 and $15,000.00 for each of the last three years, the 
apportionment to each year should be in accordance with the following 
formula : 
Rent payable during year 

Total rent payable during balance of term 





$25,000.00 


If the term of the lease is rendered indefinite by reason of an option to 
renew, such option should be ignored in making the allocation.” 

2. Income derived during taxable years beginning before January 1, 
1942, by reason of improvements erected by a lessee which come into the 
lessor’s control upon termination of the lease, is attributable to other 
years in accordance with rules prescribed in great detail by the regula- 
tions.°* In this instance, as in those involving abnormal income derived 
from accounting changes and dividends from foreign corporations, no 
alternative methods seem to-be available.* 

Dividends on Stock of Foreign Corporations. Dividends received on 
stock of foreign corporations (other than foreign personal holding com- 
panies) constitute the final statutory class of potentially abnormal income. 
Since section 711(a) (2) (A) excludes such dividends (unless the stock on 
which they are received is not a capital asset) from excess profits net 
income when the invested capital credit is used, this class is important only 


93 Reg. 112, Sec. 35.721-9. 

°4 Tf the lease is on a “net” basis, 1.e., the lessee pays taxes and insurance and keeps the 
premises in repair in addition to paying a fixed rent, the annual charges for the additional 
items which would have been payable during the balance of the term of course will have 
to be estimated. 

95 Cf. Reg. 111, Sec. 29.23(a)-10. 

96 Reg. 112, Sec. 35.721-9. 

°7 Page 183 and below this page. 
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to taxpayers using the earnings credit, or which deal in securities and 
therefore receive dividends on stock which is not a capital asset.** 

The treatment of income of this class offers another graphic illustra- 
* of the unfair treatment accorded recurring items of potentially 
abnormal income. For example, suppose that corporation A has two 
foreign subsidiaries, corporations B and C. In December, 1939, it dis- 
posed of its investment in corporation B. During the years 1936 to 1940 
it received the following dividends from its subsidiaries : 


tion * 


Year B c 
1936 $10,000.00 $ —0— 
1937 10,000.00 —-0— 
1938 10,000.00 —0— 
1939 10,000.00 —0— 
1940 —0— 10,000.00 


The dividend received in 1940 from corporation C, even though abnormal 
in the sense that no other distribution had been received from that com- 
pany in the preceding four years, is not entitled to the relief afforded by 
the statute since it does not exceed 125 per cent of the average amount of 
items of the same class included in gross income during the previous four 


years,’°° 


The regulations provide’ that income of this class must be attributed 
to the years in which were accumulated the earnings and profits out of 
which the distribution was made, if the stock was acquired before the 
date of such accumulations. If, however, the earnings and profits were 
accumulated before the stock was acquired, the distribution is attributable 
to the year in which the stock was acquired.*°? In determining the source 
of distributions, the rules of section 115 are adopted.'** Thus, a distri- 


®8 See definition of “capital asset” in I.R.C. § 117(a) (1). 

"® See note 65, supra. 

19 Sce note 66, supra. 

'! Reg. 112, Sec. 35.721-10. 

'2 Tf the stock was acquired by a scries of purchases, allocation to the years in which 
the acquisitions were made (if subsequent to the date of accumulation of the carnings 
and profits) will probably be approved if made in accordance with the cost of the 
various blocks. If, however, some of the acquisitions preceded and some succeeded the 
accumulation of earnings and profits, there would seem to be no feasible method of 
making the allocation. But see note 54, supra. 

103 § 115 provides in part: 

“(a) Definition of Dividend.—The term ‘dividend’ when used in this chapter (except 
in section 201(c) (5), section 204(c) (11) and section 207(a)(2) and (b)(3) (where the 
reference is to dividends of insurance companies paid to policy holders) ) means any dis- 
tribution made by a corporation to its shareholders, whether in money or in other prop- 
erty, (1) out of its earnings or profits accumulated after February 28, 1913, or (2) out of 
the earnings or profits of the taxable ycar (computed as of the close of the taxable year 
without diminution by reason of any distributions made during the taxable year), without 
regard to the amount of the earnings and profits at the time the distribution was 





” 


made... . 
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bution is deemed to be out of earnings of.the current year (determined as 
of the end of the year) to the extent of such earnings, and then out of the 
most recently accumulated earnings and profits. 

A dividend is paid out of accumulations of prior years, out of current 
earnings to the date of distribution, or out of both. While anticipated 
earnings undoubtedly influence the decision of management to declare a 
divides, they obviously are not part of the distribution. Hence, it is 
improper to consider earnings of the current year, realized after the date 
of distribution, in determining the amount of the distribution which is 
attributable to other years. The rules of section 115, designed for other 
purposes, have no place here.'** Their use deprives the taxpayer of the full 
measure of relief intended by Congress. 


OvrHER Types or PoTtENTIALLY ABNORMAL INCOME 


The relief afforded by section 721 is not restricted to the statutory 
classes of income, although most cases will probably involve items within 
those categories. Some other types of income which are “potentially 
abnormal” are discussed below. 

Gains from Sales of Capital Assets and Depreciable Property. For tax- 
able years beginning prior to January 1, 1942, gains and losses sustained 
upon the sale or exchange of non-depreciable assets held for over 18 
months were excluded from excess profits net income. Similarly excluded 


104 The following example is given in Reg. 112, Sec. 35.721-10: “The X Corporation a do- 
mestic corporation, computing its excess profits credit on the income basis, acquired in 1938 
all of the stock of the ¥ Company, Ltd., a foreign corporation, which is not a foreign per- 
sonal holding company. The Y Company, Ltd., paid in July 1942, a dividend to the X Cor- 
poration in the amount of $100,000. The XY Corporation did not previously receive dividends 
from this or any other foreign corporation. In 1942 there were no direct costs or expenses 
attributable to the receipt of this dividend. The $100,000 is therefore a single item of net 
abnormal income. The } Company, Ltd., had earnings and profits of $75,000.00 in 1942 
and $125,000 in 1941. Following principles of existing law with respect to the source 
from which dividends are deemed to have been paid, the $100,000 item of net abnormal 
income shall be allocated between the years 1942 and 1941 in the respective sums of 
$75,000. and $25,000... . ” The provision in § 115 requiring earnings and profits to be 
computed as of the end of a year was designed to prevent tax avoidance by shareholders. 
It can have no possible bearing in determining the years to which abnormal income shall 
be attributed under § 721, and attempts to apply it lead to absurd results. Suppose that 
Y Company, Ltd., in the example set forth in the regulations, was on a fiscal year ended 
July 31, and X Corporation on a calendar year. Would the Department nevertheless 
attribute $75,000.00 of the distribution to 1942? Suppose Y was on a calendar year but X 
was an a fiscal year ended July 31. Would $75,000.00 be attributed to N’s fiscal year 
ended in 1943? The accounting periods of the taxpayer and the corporation paying the 
dividends have no bearing on the relief to which the former is entitled. Yet the applica- 
tion of § 115 rules gives significance to this completely extraneous factor in determining 
the years to which the abnormal income is attributable, and hence in determining the 
amount of relief. 
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was any excess of gains over losses sustained upon the sale or exchange of 
depreciable property held over 18 months.*® 

When the holding period was less than 18 months the gain was subject 
to excess profits tax."°* Such gain, however, if abnormal in amount or 
quality, and if attributable in whole or in part to another year, is eligible 
for the treatment provided by section 721. The chief obstacle to obtaining 
such relief will undoubtedly be Reg. 112, Sec. 35.721-3, which was the 


stumbling block in the Premier Products case :*°" 


“No portion of an item of net abnormal income is to be attributed to any 
previous year solely by reason of an investment...” 


However, as previously suggested, a showing of the amount of gain which 
actually accrued in a prior year, or of some other reason why the gain 
economically belongs to another year, should suffice to render this rule 
inapplicable. 

Dividends on stock which is not a capital asset; dividends from foreign 
personal holding companies. Dividends on stock which is not a capital 
asset are subject to excess profits tax if the recipient employs the invested 
capital credit, whether the stock was issued by a foreign or domestic 
corporation.*®* In the hands of a recipient using the earnings credit, how- 
ever, such dividends are subject to excess profits tax only if paid by a 
foreign corporation.’ 

In determining whether taxable dividends may be treated as potentially 
abnormal income, their proper classification must first be ascertained. As 
already pointed out, such classification must be “reasonable.” It would 
seem entirely reasonable for earnings basis taxpayers to segregate divi- 
dends on stock in foreign corporations which is not a capital asset from 
dividends on such stock which is a capital asset, since the distinction is 
based on fundamentally different types of business transactions."*° There 
would seem to be no apparent reason for invested capital taxpayers to 
classify dividends on stock which is not a capital asset into two groups: 
those received from foreign and those from domestic corporations. 

After proper classification has been fixed and abnormality in quality 
or amount found to exist, a reason, other than investment, must be found 
for attributing the income to other years.*** If such reason exists, the 

105 See 1 Mertens, LAw oF FEDERAL INCOME TAXATION 139-144. 


106 [bid. 

1072 T.C. 445 (1943). 

108 § 711(a) (2) (A). 

109 § 711(a) (1) (F). 

110 Stock is a capital asset unless held for sale in the ordinary course of business by 
a dealer. Thus, stock held for investment or speculation is a capital asset; stock held in 
an inventory is not. See Reg. 111, Sec. 29.22(c)-5. 

111 Page 164. 
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allocation may be made in the manner provided by the regulations dealing 
with dividends on stock of foreign corporations.**? 

Dividends received from foreign personal holding companies are subject 
to excess profits tax regardless of the type of credit used.’** Whether 
relief under section 721 is available with respect to such dividends is not 
clear. Congress has excluded them from the statutory class comprising 
dividends from foreign corporations. Although the statutory classes 
are not all-inclusive, and relief is available for items falling without such 
classes, a specific exclusion from a class is significant. Congress could not 
have intended its action to mean merely that dividends from foreign 
personal holding companies should be treated as a separate class, since such 
treatment might increase the amount of relief for such dividends. Besides, 
foreign personal holding companies have never been objects of Con- 
gressional solicitude. 

Recoveries, Released Reserves and Forfeited Deposits. Under certain 
circumstances recoveries of items previously deducted and balances in 
reserve accounts no longer required are taxable as income in the year 
of receipt or the year when the balance is released, as the case may be.*** 
Amounts so included are potentially abnormal income,”” attributable to 
the year or years when the item was originally deducted or when the 
reserve was created. 

Forfeited deposits under contracts calling for performance over a 
period of time are also potentially abnormal income, attributable to the 
year or years in which the performance was to have occurred.**® 


CoMPUTATION OF Net ABNORMAL INCOME 


Items of Net Abnormal Income. The only amounts attributable to other 
years under section 721 are “items of net abnormal income.” The method 


112 Page 185. 

113 §§ 711(a) (1) (F) and 711(a) (2) (A). 

114 South Dakota Concrete Products Co., 26 B.T.A. 1429 (1932) (recovery of em- 
bezzled amounts) ; Creamette Co., 37 B.T.A. 216 (1938) (reserve for premium coupon 
accounts). Bad debt recoveries also may be taxable in the year of recovery, if the tax 
benefit rule, § 22(b)(12), is inapplicable. Of course, if the debt was originally 
charged off and deducted prior to January 1, 1940, the recovery is not subject to excess 
profit tax, §§ 711(a)(1)(E) and 711(a)(2)(H). 

115 With respect to recoveries, the taxpayer may have an election as to classification. 
If the recovery was not litigated and comes within the category of “claim” (which, as 
previously pointed out, is an ambiguous term) the taxpayer would be well advised to 
classify it separately. 

116 Tf the contract was a lease, the income will be classified as derived from the 
termination of a lease, and the rules prescribed for that category of potentially 
abnormal income will be applied. 
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of determining the amounts of these items is set forth in the regulations.’"’ 
The steps may be summarized as follows: 

1. Abnormal income of each class is computed. If the abnormality is in 
amount, rather than in quality, it must be reduced by 125 per cent of the 
average amount of gross income of the same class for the test period. 

2. The abnormal income must be further reduced by an amount which 
bears the same ratio to the direct expenses incurred in its production and 
deductible in the taxable year,’’* which the abnormal income as reduced 
under the 125 per cent rule (if applicable) bears to the abnormal income. 

3. Similar adjustments must then be made with respect to each item of 
abnormal income and the items of the same class as so reduced are 
aggregated. 

4. The net abnormal income (determined in step 2) is then allocated 
to each item of abnormal income (determined in step 3) in the propor- 
tion that such item bears to the total of the items of the same class, reduced 
in step 3. 

The results of this distillation are “items of net abnormal income.” 

The requirement that abnormal income be reduced by 125 per cent 
of the average gross income of the same class received during the test 
period has been criticized *”® as being inconsistent with the requirement that 


117 Reg, 112, Sec. 35.721-1. 

118 Neither statute nor regulations defines “direct costs or expenses ... through 
the expenditure of which such abnormal income was in whole or in part derived.” In 
many cases there may be no difficulty in ascertaining such expenses. But if the abnormal 
income consists of sales, must advertising costs be deducted? If the product is patented, 
is patent depreciation a “direct cost”? , 

119 This criticism was made by a committee of the American Institute of Accountants, 
and appeared in 72 Journal of Account. 340, 341 (Oct. 1941). The following example 
was given: 





Statutory A.l.A. 
Method Method 
CE) 1960, S066: SEUOTINE) MOGOINE . 6:60 6.065 onc ck ceitigesicens $1,000,000.00 $1,000,000.00) 
(2) Less: 
(a) 125 per cent of prior year average gross income 
BRE BRR rl Toes ste eee RR 500,000.00 
(b) 125 per cent of prior year average net income 
($400,000 gross less $200,000 costs = $200,000 
BT Ste eras kes onterriekesec rerrevter tists 250,000.00 
SONG Mae ian creek ceas saccade tenderecegscbhvetes $ 500,000.00 $ 750,000.00 
(4) Less: 
(a) Portion of current year costs of $400,000 (ratio 
Ca) Oe CE) Or Oe OE COMES. ceca ceccctescuce 200,000.00 
CB) All CUrPetit BOOP CONE. 0 6 ii cca ciciccc eds. 400,000.00 





CP REE ATH TNE Fi 5, Nh $ 300,000.00  $ 350,000.00 
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only net abnormal income may be allocated to other yeats. These critics 
suggest that this inconsistency be eliminated by requiring that comparison 
be made with 125 per cent of the average net (rather than gross) income 
of the same class for the test period and that the entire direct expense of 
the current year (instead of a portion) be deducted. Such a formula, how- 
ever, would frequently give the taxpayer less relief than that provided by 
Congress ; hence it hardly furnishes a basis for contending that the statute 
is unfair to the taxpayer.**° 

Adjustment of abnormal income may also be required by reason of 
the provision that items of net abnormal income shall not be attributable to 
other years to the extent that they “are the result of high prices... ,” etc., 
in the current year.’** While the regulations do not state at what point the 
effects of these economic factors are to be excluded, it would seem that 
they should be eliminated from gross abnormal income. No corresponding 
adjustment of the amount of direct expenses is permitted, although they 
may have been swollen by war-time economic conditions to the same 
extent as was the gross abnormal income. The unfairness of the one- 
sided rule may be illustrated by an example : 

In 1942 A derives abnormal royalty income of $100,000 from explora- 
tion or development carried on since 1937, and incurs direct expenses of 
$30,000 in connection therewith. It derived no income of the same class 
during the preceding four years, so that the entire amount is abnormal. 
The royalty income was $20,000 greater than it would have been without a 
price increase in the product which became effective in the early part of 
1942, 

The regulations require the elimination of this $20,000, but although 
the costs of $30,000 were also greater by 20 per cent than they would have 
been in previous years, the entire $30,000 must be deducted in arriving 
at net abnormal income. Failure of the regulations to provide for elimina- 
tion of war-time economic factors from the direct expenses, as well as 
from the income, results in attributing more abnormal income to the 


120 The example set forth in the preceding note does not prove the point. It works to 
the advantage of the taxpayer only because it assumes that the ratio of direct expenses to 
gross abnormal income was less in the taxable year than during the test period. If the 
ratios of these two items are the same during the test period as during the taxable year, 
the two formulae will give exactly the same result; if the ratio of direct expenses is 
greater during the taxable year, the statutory formula is more favorable to the taxpayer. 


121 Reg. 112, Sec. 35.721-3. 
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current year. It thus gives a lesser measure of relief than the statute was 
designed to provide.*” 

Computation of Relief. The relief provided by section 721 is simply a 
reduction in the excess profits tax of the year in which the abnormality 
occurs. The excess profits tax of that year is merely the aggregate of the 
excess profits taxes of the current year, computed without the abnormal in- 
come, and the excess profits taxes, if any, computed as a result of assigning 
the abnormal income to other years. If the allocation of abnormal income 
produces an aggregate excess profits tax lower than what the tax would 
have been in the current year without application of section 721, the tax is 
limited to this lower amount.’** Items of net abaormal income attributed 
to another year are not subject to normal tax or surtax in such year, nor 
is the normal and surtax credit of that year for income subject to excess 
profits tax affected.’** Items of net abnormal income attributed to the 
base period of a taxpayer using the average earnings credit do not in- 
crease such credit,’*° and a taxpayer using the invested capital credit cannot 


122 The obvious answer is that the entire costs are deductible in arriving at excess 
profits net income for the taxable year; hence the taxpayer should not complain that in 
determining “net abnormal income” the costs are also deducted. But this does not fol- 
low. § 721 was designed to afford relief for abnormal income economically attributable 
to other years. If inflated costs of the current year are deducted in full in determining 
the net abnormal income attributable to other years, less income will be attributed to 
other years than is economically attributable thereto. The result is that the tax borne by 
the income will be larger than Congress intended it should be. 

123 §§ 721(c) and (d) (1). 

124 See Reg. 112, Sec. 35.721-3. In the year of realization of the abnormal income the 
credit under § 26(e) is an amount of which the excess profits tax is 95 per cent (or 90 
per cent, depending on the rate in effect during the year of realization). In the year to 
which the abnormal income is attributed, the credit under § 26(e) would not seem to be 
affected at all; any other interpretation might permit a refund of normal tax and surtax 
for such years, which was not intended. The regulation is not as clear on this point as 
it might be. 

125 § 721(e); Reg. 112, Sec. 35.721-3. An interesting, and unanswered, question is 
whether § 721 can produce an unused excess profits credit carry-over from the year of 
realization, by excluding abnormal income from gross income of that year. For example, 
in 1944 the taxpayer has $100,000 excess profits net income, and a credit of $40,000. 
Included in the excess profits net income is $75,000 net abnormal income attributable to 
1939. Does taxpayer have an unused credit carry-over to 1945? In support of the carry- 
over, it can be urged that (a) the theory of the legislation is that abnormal income 
should be taxed as though it had been received in the years to which it is attributable; on 
this hypothesis only $25,000 would have been received in 1944, ergo there is an unused 
credit, (b) The regulations state that the abnormal income shall be excluded from the 
gross income of the year of realization (e.g. Reg. 112, Sec. 35.721-3). If excluded from 
gross income, it is excluded from excess profits net income ; hence there is an unused credit. 
On the other hand it can be argued that (a) the statute provides merely an alternative 
method for computing tax liability for the year of realization, and for future years to 
which the income is attributable, so that the liability for no other year can be affected ; 
(b) § 710(c) (2) defines “unused excess profits credit” as the excess of the credit over 
excess profits net income, and § 711(a) provides that excess profits net income is normal 
tax net income (in which the abnormal item is included) less certain adjustments (not 
including the abnormal items). 

















—= 








1946] COMMENTARY UPON SECTION 721 OF THE INTERNAL REVENUECODE 193 


claim an increase in earnings and profits as of the end of a year to which 
abnormal income was attributed by reason of such allocation.’*® 

Computation of Tax for the Current Year. The regulations provide 
that the excess profits tax for a year in which abnormal income is realized 
is the lesser of two amounts: (a) the tax computed without excluding 
items of net abnormal income attributable to other years, but including the 
items which have been attributed to the current year from earlier years to 
the extent required by section 721(d), and (b) the sum of (1) the 
excess profits tax computed after excluding items of net abnormal income 
attributable to other years, but including such items which have been 
attributed to the current year from earlier years to the extent required by 
section 721(d), and (2) the aggregate of the additional excess profits 
taxes which would have been payable in earlier years if the gross income 
of those years had included items of net abnormal income reported in the 
current year but attributable to them. 

If the excess profits tax for any earlier year to which abnormal income 
of the current year is attributed has already been computed under section 
721, the additional excess profits tax for such earlier year recomputed for 
current year purposes, must be determined. The assumption is made that 
the items previously attributed to such year are ordinary income.*** Con- 
versely, if items of net abnormal income were excluded from excess profits 
net income of an earlier year to which items of abnormal income are 
attributable from the current year, the computation for the current year 
must be based on such exclusions.?”° 

Where, in the years to which net abnormal income is attributed, an 
operating loss has been sustained, or an unused excess profits credit is 
available, the inclusion of the net abnormal income obviously will not result 
in any excess profits tax for such year unless the amount included exceeds 
the loss or unused credit. Even though the amount included does not 
completely offset the unused credit, however, it affects excess profits tax 
liability in a succeeding or prior year in which the operating loss or unused 
credit is available under the carry-over or carry-back provisions.**° In 
such cases the additional excess profits tax computed for the year or years 
in which the reduced operating loss or unused credit is available of (to the 
extent that such additional tax results from the reduction of the carry-over 


127 


126 Reg. 112, Sec. 35.721-3. 

127 Reg. 112, Sec. 35.721-4. 

128 Reg. 112, Sec. 35.721-3. 

129 No specific provision to this effect appears either in the statute or regulations ; but 
it seems to follow from the statutory scheme. 

130§ 122. 
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or carry-back loss or credit) becomes an clement in the recomputed tax 
liability for the current year.'*' 

The computation of tax for the current year, and therefore of the 
additional amounts payable for previous years to which net abnormal 
income of the current year has been attributed, is subject to the 80 per 
cent limitation provided by section 710(a)(1)(B) of the Code.’** In 
applying that provision to the computation of tax for the current year, 
the normal tax and surtax are the actual amounts computed under 
chapter 1 of the Internal Revenue Code, but the surtax net income is 
reduced (for the purpose of this computation) by the exclusion of items 
of net abnormal income attributed to other years and increased by the 
inclusion of items.of net abnormal income attributed to the current year 
from other years. The same rule applies in computing the additional taxes 
payable for years to which abnormal income of the current year is 
attributed."** 

Computation of Tax For Future Taxable Years. Two sets of rules are 
provided for the computation of tax for a future year to which abnormal 
income is attributed; one applies to continuing enterprises and the other 
to taxpayers which liquidated. 

The statute provides a ceiling on excess profits tax liability for a future 
year to which abnormal income is attributed."** Such tax cannot exceed 
the savings in excess profits tax in the year the abnormal income was 
realized, less the taxes which may have been paid on portions thereof which 
were attributed to intervening years. Moreover, when abnormal income 
is attributable to several years extending into the future, no recomputation 
of excess profits tax is necessary for any future year if prior to its begin- 
ning the decrease in tax for the year in which abnormal income was realized 
has been absorbed by increases in tax for other years to which the abnor- 
mal income was partially attributed.’*’ 

The 80 per cent limitation provision applies to the computation of tax 
liability of a year to which previously realized abnormal income is at- 
tributed. As in the computation of tax for the year in which abnormal 
income was realized, for the purpose of applying the limitation the normal 
tax and surtax are the actual amounts computed under chapter 1 of the 
Internal Revenue Code, but the surtax net income is increased by the 
inclusion of items of net abnormal income attributed from other years 


131 Reg. 112, Sec. 35.721-4. 
132 Page 160. 
133 Reg. 112, Sec. 35.721-4. 
134 § 721(d) (1). 
135 Reg, 112, Sec. 35.721-5 (first paragraph). 
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and decreased by the exclusion of such items realized in the taxable year 
and attributed to other years."*” 

When items of net abnormal income realized in different years are all 
attributable to a single future year, a series of computations is required 
before correct excess profits tax liability can be ascertained.'** A separate 
computation must be made with respect to the income attributed from each 
earlier year, beginning with the first. In the first such computation it is 
assumed that the abnormal income attributed from years other than the 
earliest is ordinary income. The tax on the excess profits net income, 
including the abnormal item from the earliest year, is then compared with 
the tax computed after excluding such item, but increased by the prior net 
tax savings, i.c., the decrease in tax for the year of realization, less 
increases for the intervening years. This process is repeated for the items 
attributed from each of the other years in chronological order. In each 
such computation, as in the first, items from the later years are deemed to 
he ordinary income. Items from the earlier years are included as ordinary 
income in an amount which would produce the excess profits tax which 
has already been determined in the computation made for those items. The 
tax determined in the last of such computations is the tax for the year.’*° 

A similar rule is provided for the case in which abnormal income at- 
tributable to another year is realized in a year to which abnormal income 
has been attributed from a third year.**® The tax is first computed under the 
rules governing future years, without excluding the abnormal income 
realized in that year. Then the rules applying to tax liability for the year 
of realization are -applied, with the income attributable to that year 
included as ordinary income in an amount which would produce the tax 
already determined under the first computation. 

For purposes of computing net operating loss deductions or unused 
excess profits credits for years subsequent to a future year to which 
abnormal income has been attributed, such income is taken into considera- 
tion only in an amount which would have produced a tax not exceeding 
the net prior tax savings.’*® This provision prevents reduction of a net 
operating loss or unused excess profits credit by abnormal income where 
the latter has no tax effect. 

In the event that the taxpayer either transfers substantially all its prop- 
erty, or distributes any property in complete liquidation before the close of 


186 Reg. 112, Sec. 35.721-5 (second paragraph). 

187 § 721(d) (2) ; Reg. 112, Sec. 35.721-5. 

138 The regulations provide an illustration of the operation of these rules in Reg. 112, 
Sec. 35.721-5 (first example). 

139 § 721(e) (3); Reg. 112, Sec. 35.721-5. 

140 § 721(d) (3); Reg. 112, Sec. 35.721-5. 
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any year to which abnormal income has been attributed, all amounts other- 
wise attributable to future years are attributed to the first taxable year in 
which the transfer or distribution occurs. If the transfer or distribution in 
liquidation occurred before the beginning of the year in which abnormal 
income is realized, all amounts attributable to future years are attributed 
to the year of realization."** In both cases the allocation to earlier years 
remains undisturbed. 

Consolidated Returns. The consolidated return regulations provide for 
the application of section 721 to an affiliated group. Tax liability, both 
for the year of realization and for future years to which abnormal income 
is attributed, is determined in a manner similar to that used for the single 
taxpayer."*? When abnormal income is attributable to years preceding 
affiliation, the tax of the group for the year of realization cannot exceed the 
tax which would have been paid by the members which realized the income 
in the years to which the abnormal income is attributable. 

When, however, abnormal income realized during a consolidated return 
period is attributed to a future year in which affiliation no longer exists, 
computation of tax for the latter year presents a difficult problem. On the 
consolidated return the existence and amount of abnormality are deter- 
mined by the experience of the group, not of the separate members. The 
member which realized the income might have had a loss in the year of 
realization, or an unused credit.*** Are these factors to be considered in 
computing the liability of the member, no longer affiliated with the group, 
in a future year to which the income is attributed? No answer may be 
hazarded until regulations dealing with these questions are promulgated. 


141 § 721(b) ; Reg. 112, Sec. 35.721-3. 

142 Reg. 110, Sec. 33.30(a). 

143 For example: Suppose that corporations 4, B, C and D are affiliated during the 
years 1940 to 1944. In the latter year corporation D realizes income from the termina- 
tion of a lease which is abnormal in light of the group’s experience and which is 
attributable to the years 1945 to 1950. Corporation D had a loss in 1944 which exceeded 
the entire amount of income from the lease termination. A, B, and C, however, had ex- 
cess profits net income even after application of D’s net loss, so the consolidated group 
invoked § 721. Suppose further that at the end of 1944 affiliation is broken. Does D have 
to pick up the income attributed to 1945 to 1950? It derived no benefit whatsoever from 
§ 721. The corporations which did benefit were A, B and C, but nothing in the regula- 
tions indicates how, if at all, they shall be taxed. 
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wi, life of the law has not been logic,’’ said Mr. Justice Holmes, 
“it has been experience.” The truly significant part of the life of section 
722 is about to start with its experience in the Tax Court. Some 500 
cases have already been placed on the calendar and shortly a sufficient 
number will have been tried and decisions rendered so that some of the 
fundamental questions involved, in applying the section, will be solved. 

The Treasury’s position on section 722 is thoroughly covered in the 
Treasury Bulletin,’ issued primarily for employees of the Bureau of 
Internal Revenue engaged in administering section 722 but also made 
available to taxpayers and their counsel. It was stated by the Commis- 
sioner at the time the Bulletin was issued that it does not have the force 
or effect of a published ruling or a Treasury decision. Nevertheless, it may 
be considered an authoritative indication of the Bureau’s present attitude 
and thinking with respect to the section. It has been asserted by some 
that already the Bureau is paying mere lip service to some portions of the 
Bulletin. But until the time of writing it remains unimpaired as the 
official expression of the Bureau’s position. The Bulletin itself cannot be 
criticized on the ground that it was not extremely carefully prepared. It 
shows evidence of a great deal of work and thought. Nevertheless, despite 
all of the effort that went into the writing of the Bulletin, it seems to 
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1U.S. Treasury Department Bureau of Internal Revenue Bulletin on Section 722 of 
the Internal Revenue Code (November, 1944). 
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represent not so much an affort to explain section 722 and make it work- 
able as to abort whatever possibilities of relief taxpayers might have under 
it. It was realized by the Congress when the section was enacted that its 
effectiveness would in a large degree depend upon its “sympathetic ad- 
ininistration”* by the Bureau of Internal Revenue. The Bulletin can 
hardly be said to represent an attitude of sympathetic administration. 

It is beyond the scope of this paper to indicate all or even most of the 
points contained in the Bulletin with which taxpayers will take issue before 
the Tax Court. Some of the more important, however, can be indicated. 


ConcEpt or NORMAL EARNINGS 


The proper application of section 722 depends fundamentally upon an 
understanding of the concept of “normal earnings.” It will be recalled 
that the section states that the excess profits tax shall be considered exces- 
sive and discriminatory if it is “an inadequate standard of ‘normal carn- 
ings’ as the result of a cause mentioned in subsection (b), and the tax- 
payer is required to show what is a fair amount representing “normal 
carnings.”’ The statute lacks, however, an express definition of the term 
“normal earnings.” Any clue to Congressional intent as to the precise 
content of the concept must be sought from the statute generally or from 
the Committee Reports. 

The problem is particularly acute in the determination whether the base 
period is “an inadequate standard of normal earnings.’ Here the question 
arises whether in considering the adequacy of the actual base period ex- 
perience and in its reconstruction, account should be taken not only of the 
factors depressing income, which qualify the taxpayer for relief under 
section 722, but also of the factors which give rise to unusually high 
income. 

The Bureau professes to find a clear mandate in the law requiring the 
expunging of the effects of all abnormal events, whether they result in 
depressed or inflated earnings. The Bureau’s position is briefly sum- 
marized in the Bulletin as follows :* 


... The relief allowable under section 722 is limited to a ‘fair and just 
amount representing normal earnings.’ Thus, the mandate of the statute is 
a clear indication that earnings based upon abnormal events are not to be 
considered. Consequently, if adjustments are made in the earnings for par- 
ticular base period years affected by abnormally poor circumstances, adjust- 
ments must also be made for years affected by abnormally good circum- 
stances to insure a constructive average base period net income which can 
fairly represent normal earnings. 


2 H.R. Rep. No. 146, 77TH Conc., Ist Sess. (1941) 2, 1941-1 Cum. Butr. 551. 
* Bulletin, Part I, J (EF). 




















1946] CURRENTLY CONTROVERSIAL ASPECTS OF SECTION 722 199 


The preparation or examination of any claim for relief will not be complete 
without an investigation of the possible existence of abnormally large income 
in the base period resulting from either abnormally high gross income or 
abnormally low deductions. 


It should not be overlooked, however, that the Treasury regulations * 
provide expressly that “no adjustments shall be made to eliminate income 
due to more favorable general business conditions.” The position taken 
in the regulations is reaffirmed in the Treasury Bulletin.® 

There is a school of thought which takes exception to the Bureau's posi- 
tion. It finds particular significance in the fact that the term “normal 
carnings”’ in section 722(a) is used in stating that the excess profits tax 
is “based upon a comparison of normal earnings and earnings during an 
excess profits tax period.”° The excess profits tax, of course, actually 
compares carnings during the base period with carnings for taxable ycars 
after the base period, and, therefore, it is argued that base period earnings 
must be deemed to be normal earnings. Accordingly, since the statute 
accepts actual base period carnings of taxpayers in general as a standard 
of normal earnings, and does not require any adjustment thereof for the 
elimination of unusually high levels of income attributable to abnormal 
events, the conclusion is reached that section 722 is intended to remedy 
the effect of depressing cvents but is not otherwise to disturb actual base 
period experience. It is argued in support of this position that any sug- 
gestion that the determination of normal earnings under section 722 
requires an adjustment of high levels of earnings, as well as depressed 
levels, necessarily raises two definitions of normal earnings—one for tax- 
payers applying for relief and another for taxpayers in general. Such an 
interpretation, it is claimed, results in discrimination and places the relief 
applicant in a disadvantageous tax position as compared with other 
taxpayers in its industry.’ 

There is a middle ground between these divergent positions, which 
perhaps comes closest to the underlying purpose of the section. Any inter- 
pretation of normal earnings under the statute must be approached with a 
clear realization of the avowed intention of the excess profits tax: The 
recapture of inflated earnings resulting from the war economy. Therefore, 
any concept of normal earnings which permits excessive wartime profits to 
escape the imposition of the tax is unsound. Where the taxpayer secking 
relief from the effect of depressed earnings in one portion of its basc 


* Reg. 112, § 35.722-2(b) (2). 

5 Bulletin, Part II, J (C). 

6 T.R.C. § 722(a). 

T Joseph A. Maloney and William D. Wood, The Treasury Department's Bulletin on 
Section 722, 23 Taxes 39 (1945). 











200 TAX LAW REVIEW [Vol. 1: 


period, has had unprecedented high earnings resulting from some tempo- 
rary windfall in another year of that period which effectively counteracts 
the misfortune compained of, it can hardly be considered a meritorious 
case for relief. Nor can it reasonably be suggested that Congress intended 
that relief be made available under such circumstances. There seems to 
be sound reason to eliminate a temporary windfall income if average 
normal earnings are to be reflected. 

However, there seems no justification for excluding from an applicant’s 
base period earnings high-level income which occurred during some por- 
tion of those years and which ostensibly would have continued without 
regard to the intervention of the war. Branding such income as abnormal 
begs the question, nor can this problem be resolved by examining in each 
case “the frequency and regularity of the event or circumstance and its 
relation to the nature and extent of the taxpayer’s operations” as sug- 
gested by the Bureau.* Even if such high-level earnings had never before 
occurred in the taxpayer’s experience such earnings may, nevertheless, 
serve as a fair standard of normal earnings for comparison with earnings 
during the excess profits tax period. The question is whether these high- 
level earnings are of such a nature that, properly considered, they would 
have continued even if the inflated war economy had not taken place. If 
they would have continued there is no reason for revising the credit down- 
ward since the whole object of the excess profits tax is to recapture ex- 
cessive earnings due to the accelerated war economy. 

The term “normal” as applied to a corporation is dynamic and not static. 
What is normal for a corporation at one period of its existence may not, 
of course, be relevant in establishing what is normal at another period. 
For example, a corporation engaged in selling illuminating gas may have 
established a level of earnings for many years prior to the base period in 
the neighborhood of X dollars. Let us assume that at the beginning of the 
base period the corporation had obtained a particularly favorable long 
term contract with a municipality to supply its gas requirements, which 
resulted in base period earnings of three or four times X dollars. Assume, 
also, that during the base period some abnormal event, such as a fire or a 
flood, occurred, which had a depressing effect upon its earnings. It would 
seem that any attempt by the Bureau, in applying section 722 to this case, 
to require a downward revision of the base period credit because of the 
high income resulting from the profitable contract with the municipality 
would be to defeat the basic purpose of the statute. The base period ex- 
perience to which the taxpayer is entitled should be a fair measure of the 
earnings of the corporation as it entered the excess profits tax period. 


8 Bulletin, Part I, J (E). 
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A somewhat different phase of the problem of “normal earnings” is 
considered by General Counsel Memorandum 24013,° which stated that 
a change in the character of the business in the case considered by the 
ruling did not qualify the taxpayer for relief under section 722 because 
of the doctrine that abnormal events cannot result in “normal earnings.” 
There, the M Company constructed additional facilities in order to satisfy 
orders for war materials received late in 1939 from foreign nations. The 
Chief Counsel ruled that three basic requirements must each be satisfied 
before relief is available under section 722: (1) the existence of one or 
more factors prescribed in section 722(b) ; (2) that such factors resulted 
in an inadequate standard of normal earnings; (3) a demonstration of a 
fair and just amount to be used as a constructive average base period net 
income. In rejecting this taxpayer’s qualification for relief it was empha- 
sized that the receipt of orders for war material was an abnormal event 
and that in determining what constitutes normal earnings the effect of 
abnormal events must be eliminated. The memorandum thereupon 
concludes : 


If the change in the character of the business, in this case an increase in the 
capacity for production or operation, is caused by, or is in response to, 
unusual and abnormal circumstances, it must follow that there can be no re- 
construction of normal earnings with respect to such change. In other words, 
the business as changed does not reflect the normal operations of the WM 
Company. It represents the sum of normal operations plus expanded opera- 
tions directly resulting from the unusual and abnormal circumstances. Not 
only must these abnormal operations be disregarded in computing normal 
earnings for the years of actual operations, but such abnormal operations can 
not be considered to be capable of producing normal earnings in years prior 
to those of actual operations. The normal operation of the business as 
changed must therefore be deemed to be the operation of the business prior 
to the change. Since therefore the average base period net income is not an 
inadequate standard of normal earnings because the actual average base 
period net income reflects at least as much as and probably more than the 
normal operation of such changed business, the J Company is not entitled 
to relief. 


While there may not be much dispute with the correctness of the result 
of this ruling, the fundamental theory upon which it is based might well 
be challenged. The position is taken that there can be no reconstruction of 
normal earnings with respect to a change caused by unusual circumstances. 
It is argued that the changed business does not reflect normal operations. 
However, there is certainly no statutory authority for inquiring into the 
motivation for the change. All that the law is concerned with is that the 
reconstruction of earnings reflect no more than normal operations after 


® 1943 Cum. Butt. 794. 
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the change. It is not material what operations were actually conducted by 
the changed business but it is important that relief be based on normal 
operations and the normal demand for the product or services furnished. 
If the taxpayer can establish what normal base period operations and 
demand would be for the changed business, and the earnings attributable 
thereto, relief should be available irrespective of the factors which 
prompted the change. I‘rom the facts set forth in General Counsel 
Meniorandum 24013 it may be inferred that normal demand for the 
products produced with the increased capacity would have been lacking 
and on this ground alone relief would be denied. 

The Treasury Bulletin adds to the confusion by developing another 
ruling with respect to the availability of relief for taxpayers whose busi- 
nesses have changed in character :*° 


... To the extent that the changes are ordinary, usual and routine, they are 
normal and are not a departure from the character of the taxpayer’s business 
which produces an inadequate standard of normal earnings. Such changes 
do not form the basis for relief, even though it is shown that higher earnings 
resulted. The change must be sufficiently extensive to cause an essential 
difference in the nature of the business operations.” 


The requirement that the changes in the taxpayer’s business must not 
he ordinary, usual and routine in order to form the basis for relief is as 
unsound as the requirement of General Counsel Memorandum 24013 that 
the changes must not result from abnormal events. Section 722(b) (4) 
defines a “change in the character of the business” as follows: 


...a change in the operation or management of the business, a difference 
in the products or services furnished, a difference in the capacity for produc- 
tion or operation, a difference in the ratio of nonborrowed capital to total 
capital, and the acquisition before January 1, 1940, of all or part of the assets 
of the competitor, with the result that the competition of such competitor was 
eliminated or diminished. 


Nowhere is there any requirement that the change occur as a result of 
normal or abnormal conditions or that the change itself be so extensive as 
to cause an essential difference in the nature of the business operations. 
‘The Treasury Bulletin seems to lose sight of the fact that the underlying 
purpose of section 722(b) (4) is to correct a taxpayer's credit because 
it is inadequate to reflect the high level of earnings arising out of the 
change, and the failure to reflect the high level of earnings may cause some 
portion of a taxable year’s income to be classed as excess profits which was 
never intended to be included in that category. 


1° Bulletin, Part V(1), 1 (C). 
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Several other questionable doctrines have been developed by the Bureau 
relating to the availability of relief for taxpayers whose businesses have 
changed in character. The following excerpts from the Bulletin are char- 
acteristic expressions of these views :™ 


The type of qualifying change contemplated by the statute and the regula- 
tions is one which produces a marked, basic and lasting difference in the 
nature of the operations of the business and which results directly in a sub- 
stantially higher level of normal earnings. Accordingly, routine changes 
customarily made by businesses, changes temporary in character or changes 
which have no effect on the normal range of profits may not be considered to 
have produced a change in the character of the business within the intent and 
meaning of section 722(b)(4).... 

The change must likewise be substantial in that as a direct result of the 
change the level of normal earnings of the business was increased materially 
over what such level would have been had the change not been made. 

It is apparent that the Bureau does not consider a taxpayer to be 
qualified for relief unless the change results in a material and substantial 
increase in the level of normal earnings. No authority will be found for 
this position either in the statute or the Commiitee reports. In fact, Con- 
gressional intention would seem to be directly to the contrary inasmuch 
as the 1942 amendment of section 722 abolished the previous pre- 
requisite to relief that the application of the section must result in a tax 
saving to the applicant of at least 10 per cent. This was considered a 
liberalizing amendment, the clear purpose of which was to afford relief 
even in those cases where the increase in the credit was not substantial. 

Similar criticism may be leveled at the Bureau's contention that, regard- 
less of the increase in the level of earnings, only those changes which are 
sufficiently extensive to cause an “essential difference” in the business can 
be accepted as qualifying changes. There is no legislative indication of 
what magnitude the change must be to constitute the type contemplated. 
It is merely provided that if an inadequate standard of normal earnings 
results from the failure to reflect the effect of some change in the character 
of a business throughout the base period, relief will be made available 
upon the demonstration of a fair and just amount. If inadequacy in the 
credit does result it should be entirely immaterial whether change in 
character is extensive or limited. The sole criterion is whether the change 
created a higher level of carnings, insufficiently represented in the base 
period, thereby causing an inadequate standard of normal earnings. 


11 Bulletin, Part V(1), 7 (C). 
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RECONSTRUCTION OF NoRMAL EARNINGS 


The taxpayer must satisfy dual requirements in order to obtain relief 
under section 722. First, it must establish that its excess profits tax, 
without the benefit of the relief provided under section 722, results in 
an excessive and discriminatory tax, a situation which is deemed to exist if 
the taxpayer’s base period net income is an inadequate standard of normal 
earnings because of some factor appearing, in the case of a taxpayer en- 
titled to use the average earnings credit under section 713, in one or more 
of the five subdivisions of section 722(b); or, in the case of a taxpayer 
required to use the invested capital credit under section 714, such in- 
adequacy must arise from some condition provided for in one or more of 
the three subdivisions of section 722(c). But the mere showing of an in- 
adequate credit is not in itself sufficient to establish the right to relief under 
the section. In addition, the taxpayer has the burden of demonstrating 
“what would be a fair and just amount representing normal earnings to 
be used as a constructive average base period net income for the purposes 
of an excess profits tax based on a comparison of normal earnings and 
earnings during an excess profits tax period.” ”” 

The taxpayer’s burden of proof, established by the statute, is a heavy 
one. Difficult questions of judgment are involved in determining whether 
the base period is an inadequate standard of normal earnings. Even more 
puzzling, and oftentimes seemingly insolvable, problems arise in showing 
“what would be a fair and just amount representing normal earnings.” 
Solutions of these problems are frequently of necessity, predicated upon 
hypotheses and estimates which may fall far short of the ultimate in sci- 
entific accuracy. Typical of this predicamént is the case of the taxpayer 
commencing business late in the base period and having no actual experi- 
ence upon which to anchor a projection of constructive operations. That 
the Bulletin recognizes the difficulty of this situation supplies small com- 
fort to taxpayers faced with the Bureau’s rigid requirements of proof of 
entirely hypothetical levels of business. 

Yet, the statute talks of “a fair and just amount representing normal 
earnings.” By the very choice of these words “fair” and “just” and 
“representing,” the Legislature seems to have clearly in mind that a 
considerable degree of latitude is essential in order to have the relief 
problem adequately handled. Nowhere is there a demand made for a 
definite amount ; it is only required that it be a fair and just amount. The 
statute in no way indicates how a fair and just amount should be arrived 
at. Except for the last sentence in section 722(a), which states that “in 
determining such constructive average base period net income no regard 


"12 TRC. § 722(a). 
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shall be had to events or conditions . . . occurring or existing after 
December 31, 1939... ,” there is no express limitation on the methods 
to be used for determining a fair and just amount. 

Quite naturally, the Bureau has approached the reconstruction prob- 
lem with caution. A reconstruction of normal earnings based on pure 
guesswork unsupported by any well-founded assumptions quite obviously 
is indefensible. On the other hand, it is absurd to demand a reconstruction 
which is so accurate as to be subject to the same type of audit treatment 
by Revenue Agents, as for example, the allowance for depreciation. Never- 
theless, Revenue Agents, conditioned partly by their training and experi- 
ence in auditing returns and partly by their understandable reluctance to 
assume responsibility for large refunds, have required a degree of provable 
accuracy in the section 722 reconstructions that is frequently impossible to 
fulfill, The Treasury Bulletin contains an exhaustive discussion, par- 
ticularly with reference to section 722(b) (4), of the basic principles of 
reconstructing the base period credit. Generally, the Bulletin’s position on 
the principles of reconstruction is logically defensible. From a practical 
standpoint, however, the application of these principles to a given case 
creates such difficulties that all reconstructions are vulnerable. One of the 
first problems that confronts the Tax Court is how far to follow the 
Treasury Bulletin in its reconstruction requirements. Undoubtedly a “fair 
and just amount representing normal earnings’ can be shown that would 
be satisfactory to a fair-minded court without the necessity of going to the 
lengths indicated in the Bulletin. The number of claims that have been 
filed—the total to date being some 36,000—may create such pressure on 
the Tax Court, however, that purely as a measure of self-defense it may 
be necessary to treat the Commissioner's determination as final unless the 
taxpayer can clearly show that there has been an obvious error in the 
application of the law. 

There are several instances where the Bulletin seems clearly to have 
misinterpreted both the letter and the spirit of the statute in its construction 
of base period earnings. One of the most striking of these instances is 
the relationship between the “commitment”’ theory and the so-called “‘push- 
back” rule in the reconstruction of base period earnings in section 
722(b) (4). 

The statute provides : 


... Any change in the capacity for production or operation of the business 
consummated during any taxable year ending after December 31, 1939, as a 
result of a course of action to which the taxpayer was committed prior to 
January 1, 1940, ... shall be deemed to be a change on December 31, 1939, in 
the character of the business, .. . 
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Thus, as a result of the commitment rule, corporations which might 
otherwise not qualify under section 722(b)(4) because there was no 
change in the character of the business during the base period, may obtain 
relief because they were committed to change the character of their 
business through the expansion of production or operation by reason of a 
commitment prior to December 31, 1939. 

Under the push-back rule the statute provides :** 





.. . If the business of the taxpayer did not reach, by the end of the base 
period, the earning level which it would have reached if the taxpayer had 
commenced business or made the change in the character of the business two 
years before it did so, it shall be deemed to have commenced the business or 
made the change at such earlier time... . 


This rule which permits two years of additional growth to be taken into 
account, was put into the law for a different purpose than the commitment 
rule, which was to take care of those corporations which qualified because 
of the change in the character of the business but had not yet attained by 
the end of the best period the earning level which might have been expected 
if there had been a longer period of existence. 

There is a frequent repetition throughout the Bulletin of a Bureau con- 
cept of the two-year push-back rule which destroys much of the relief 
potentially available under the provision. This interpretation of the rule 


suggests that in the use of the two-year push-back for the determination of, 


a normal earning level, consideration may not be given to physical changes 
necessary to attain that level which were not consummated or committed 
for before the end of the base period. Characteristic of these expressions 
is the following excerpt: ‘* / 

Under no circumstances shall reconstruction be predicated upon capacity 
not in existence actually or constructively by December 31, 1939. Additional 
productive facilities which might have been acquired or constructed prior to 
January 1, 1940, if the new product had been introduced two years earlier 
cannot be allowed as a basis for constructive sales of a new product, since this 
would nullify the limitation on the increased capacity rule set out in section 


722(b) (4). 


The limitation on increased capacity mentioned above must be under- 
stood to be a reference to the provision for relief in cases of commitments 
for change prior to January 1, 1940. Thus, the Bureau has distorted a 
provision for relief in the special commitments case into a statutory 
limitation upon the relief available in all cases by the simple device of 
imparting to this provision the dignity of an underlying principle of the 





18 LR. § 722(b) (4). 
14 Bulletin, Part V(I), 7 (C) (2). 
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section. Irom this construction, the argument is made that since Congress 
provided for relief in cases where increases in capacity were made after 
the base period as the result of a commitment prior to January 1, 1940, 
it must follow that it was not intended to allow constructive increases in 
capacity where such a commitment had not been made. 

Some indication of the destruction of Congressional intention wrought 
by this interpretation may be found in the illustration contained in the 
following excerpt from the Bulletin :*° 


A change in the character of the business which becomes operative through 
the use of facilities is limited by the capacity of the facilities existing or com- 
mitted for by December 31, 1939. A change in character does not carry with 
it the productive capacity necessary to effectuate the change. For example, a 
taxpayer on a calendar year basis establishes that it changed the character 
of its business in 1938 by the addition of a new product to its line of manu- 
factured goods. Its annual output of the new product at the end of the base 
period amounted to 1,000,000 units. The taxpayer also establishes, by apply- 
ing the push-back rule, that had it made the change in 1936 it could have sold 
6,000,000 units of the new product in 1939. However, the taxpayer’s facil- 
ities to make the product had a capacity of only 1,500,000 units per year at the 
end of the base period and it was committed to the acquisition of additional 
facilities having a capacity of 2,500,000 units. In this case reconstruction 
is limited to an amount based on 4,000,000 units per year, notwithstanding the 
fact that it conclusively showed it could have sold 6,000,000 units in 1939. 


It is conceded in the above illustration that this taxpayer, which had 
actually reached an output of only 1,000,000 units by the end of the base 
period, “conclusively: showed” that it could have sold 6,000,000 units by 
1939 if it had commenced the change two years earlier. Therefore, it had 
obviously not reached the earning level which it would have reached had 
the change been made at the earlier date. Under these circumstances, the 
statute provides that it shall be deemed to have made the change at such 
earlier time so that that earning level might be constructively attained. 
There is not the slightest authority for assuming that this taxpayer, under 
facts which so fully satisfy the clear language of the statute, is to be 
limited to something less than its normal earnings level because of an 
unrelated restriction in cases involving commitment. 

The special purpose sought to be accomplished by the “commitment 
rule’ must not be overlooked. Its incorporation into the section was a 
special Congressional dispensation to permit corporations to apply for 
relief which had not in fact had a change in character during the base 
period but which had actually made plans for the change. Where such 
plans had reached the point of a firm commitment during the base period 


15 Bulletin, Part V(I), f (C) (3). 
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these taxpayers were to be deemed to have made the change at such time 
and thus to qualify for relief. But as to a taxpayer which had actually 
effected its change before the end of the base period, this rule has neither 
meaning nor application. 

In the cited example a normal level of earnings during the base period 
for the new phase of its business could not be attained by the taxpayer 
unless the presumption of a two-year earlier commencement carries with 
it every form of development which could be considered normal to the 
business in that time. All that it needed was physical expansion and there 
is no indication anywhere, the commitment rule notwithstanding, that this 
was to be excluded from the push-back provision: It would seem reason- 
able that where such expansion of capacity is essentially inherent in the 
change of character, and the extent of the necessary expansion can be 
clearly established, it should be presumed to have occurred as a normal 
outgrowth of two years of additional experience. 





APPLICATION OF SECTION 713(e) AND (f) To SEcTION 722 


In computing the excess profits credit based on income under section 
713, Congress has seen fit to vary the scheme of averaging the income of 
the four base period years. Under the provisions of section 713(e) (1), 
for years prior to 1942, the largest deficit in any base period year is 
eliminated. This is the so-called “deficit rule.” For years beginning after 
December 31, 1941, section 713 (e)(1) provides generally for an increase 
in the income of the lowest year of the base period to 75 per cent of the 
average of the other base period years. This is the so-called “75 per cent 
rule.” In addition, section 713(f) provides for increasing the arithmetical 
average of the four base period years where the earnings of the second half 
of the base period exceed those of the first half. This provision is fre- 
quently referred to as the “growth formula.” In effect, section 713(e) (1) 
and section 713(f) are automatic relief provisions. No reference is made 
to these relief provisions in section 722 and the relationship between these 
provisions and the general relief provision is open to considerable 
argument. 

“Deficit Rule” and 75 Per Cent Rule.” The regulations,*® as amended 
by Treasury Decision 5415,"’ explicitly deny to corporations having the 
benefits of section 722 the use of section 713(e) (1): 

Since the constructive average base period net income is the fair and just 


amount representing normal earnings and will reflect adjustments for 
abnormally low base period years, a taxpayer having computed such amount 


16 Reg. 112, § 35.722-2(b). 
17 Int. Rev. Bui. 1944-22-11886. 
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is not entitled in addition to apply the rules provided by section 713(e) (1). 
The Bulletin*® reaffirms the position of the regulations in denying the 
use of the 75 per cent rule and deficit rule in the comptitation of construc- 
tive average base period net income under section 722. 

It is doubtful whether the Bureau’s position with respect to section 
713(e)(1) will find ready acceptance by taxpayers. Certainly there are 
many instances in which its denial would seem so inequitable that serious 
question can be raised as to its correctness. For example, assume 
that a corporation had earnings of $100,000 in 1936, and that it had a fire 
in 1937 which reduced its earni: gs, from what would otherwise have been 
$100,000, to $75,000. In 1938 its earnings fell off, due to business con- 
ditions generally prevailing in its industry, to $25,000. Its earnings then 
returned to $100,000 in 1939. Under the position taken by the Bureau in 
reconstructing the average base period net income, the use of the 75 per 
cent rule as to the year 1938 would be denied. Consequently, this tax- 
payer would be better off by waiving its claim under section 722, rather 
than to lose the benefits of section 713(e) (1). It seems quite evident that 
Congress did not intend any duplication of relief in any instance. Cer- 
tainly, when under section 722 a reconstructed base period net income has 
already taken into account the factors which depressed the year governed 
by section 713(e)(1), no additional relief beyond section 722 should be 
allowed. However, where there is no duplication of benefits, it seems un- 
likely that Congress intended that the use of section 713(e) (1) should be 
denied merely because one or more years of the base period have to be 
reconstructed under section 722. 

“Growth Formula.” The regulations,’ 
cision 5415,”° state: 


as amended by Treasury De- 


In a proper case . . . the principles underlying section 713(f) relating to 
growth may be taken into account in arriving at the fair and just amount 
representing normal earnings if, and to the extent that, the application of 
such principles is reasonable and consistent with the conditions and limita- 
tions of section 722. 


The Bulletin’ amplifies on the position taken in the regulations by stat- 
ing that a proper case under section 722 for the application of the principles 
of the growth formula is one in which the factor of true growth is present, 
but has not been adequately taken into account. The Bulletin goes on to 
state that true growth is not necessarily shown by a mere increase in 
earnings ; it involves also consideration of the increase in physical volume 


18 Bulletin, Part VIII, J (E) (1). 
19 Reg. 112, § 35.722-2(b). 

20 Int. Rev. Butt. 1944-22-11886. 
21 Bulletin, Part VIII, J -(E) (2). 
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and dollar amounts of sales. Where physical volume and dollar amounts 
slump but earnings increase, the factor of true growth is presumably not 
present. The Bulletin takes the position that whereas ordinarily the 
mathematical formula provided in section 713(f) should be used where 
the factor of true growth is present, nevertheless, where the rigid formula 
results in an excess of normal earnings corrected for growth, the formula 
must be abandoned. In those cases a trend of reasonable growth should 
he substituted. It can easily be seen that a large area of uncertainty 
exists, even in cases where true growth is present, as to whether section 
713(£) should automatically be applied or some other formula adopted. 

The Bulletin permits the use of the growth formula in cases arising 
under section 722(b) (1), (b) (2), and (b) (4) even where the two-year 
push-back rule permits an initial development period. However, it denics 
the use of the growth formula for cases arising under section 722(b) (3) 
on the ground that under that subdivision the factor of growth ordinarily 
will have already been taken into account in the reconstruction. 


APPLICATION OF SECTION 711 TO RECONSTRUCTION 


Reconstruction of base period net income generally involves the making 
of adjustments to the taxpayer's actual profit and loss statement for each 
hase period year.*? Where this method is employed, the provisions of sec- 
tion 711(b) relating to the determination of excess profits net income for 
the base period years may be applied except in cases where its application 
would be inconsistent with the principles underlying section 722. The 
regulations®* and the Bulletin** find section 711(b)(1)(B) through 
(G) generally applicable. These treat with the elimination of the follow- 
ing items of income or losses: gains and losses from the sale or exchange 
of capital assets; income from the retirement or discharge of bonds; 
deductions on account of retirement or discharge of bonds; casualty, 
demolition and similar losses ; repayment of processing tax to vendees ; and 
dividends received on stock of domestic corporations. 

Section 711(b)(1)(A), relating to the deduction of income taxes in 
the computation of excess profits net income, is applicable only with 
respect to excess profits tax taxable years prior to January 1, 1941. There- 
fore, an adjustment of the constructive base period net income must he 
made for income taxes in that period, if the constructive credit is to be 
a proper standard of comparison. Income taxes are to be recomputec| 


22 Except in cases under subdivision (b) (3) where the period is treated as a whole; 
or under subdivision (b)(4) where ratios of net income to gross sales may be used 
in lieu of a detailed reconstruction. 

23 Reg. 112, § 35.722-2(b) (3). 

24 Bulletin, Part VIII, § (D). 
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for each base period year upon the reconstructed net income. Similar 
adjustments must be made for undistributed profits taxes, capital stock 
taxes and declared value excess profits taxes, which would be payable on 
the increased level of income during the base period.” 

With respect to section 711(b)(1)(H), (1), (J) and (K), relating to 
the elimination of deductions for judgments, intangible drilling and de- 
velopment costs, and other items either abnormal in class or in excess of 
125 per cent of the average of such deductions for the preceding four 
years, a conflict of authority is apparent. The regulations ** state that such 
deductions may not be used as a matter of right in computing the con- 
structive average base period net income but that in a proper case they 
may be taken into account, if and to the extent reasonable and con- 
sistent with the conditions and limitations of section 722. The Bulletin,** 
however, suggests that their use will be permissible “only if and to the 
extent that the deductions are abnormal within the intent and meaning of 
section 722.” To the extent that the deduction is abnormal under section 
722, the Bulletin recommends that an adjustment of the item be made 
without regard to the mathematical formula provided in section 
711(b) (1). 

In short, the real import of the Bulletin’s language is that the provisions 
of section 711(b)(1)(H) through (KK) will not be considered applicable 
to the reconstruction of base period net income under section 722 under 
any circumstance. If the abnormal deduction is connected with the 
circumstance upon which the application for relief is based, it will be 
eliminated. Otherwise, the abnormality, whether it is one of class or of 
amount, will be ignored. As a practical matter this position should be of 
little importance in applications under section 722(b)(3) and (b) (4), 
or under section 722(c). There the entire base period is reconstructed 
upon the increased or constructive level of production or earnings. Under 
subdivision (b) (4), for example, expenses for each year are recomputed 
for the inereased level of sales, and any item of expense which would be 
excessive for such sales must of necessity be adjusted in order to arrive at 
normal earnings. 

However, where the qualifying event affects only a portion of the base 
period, as it may under subdivisions (b)(1) and (b)(2), the problem 
becomes more acute. Let us assume that a taxpayer’s factory in New 
England was severely damaged by the hurricane and flood which struck 
that area in 1938. At considerable expense, it had moved its manu- 
facturing facilities to this location in 1936 from its previous site in the 

*5 Bulletin, Part VIII, {1 (D) (2). 


2 Reg. 112, § 35.722-2(b) (3). 
27 Bulletin, Part VIII, f (D) (3). 
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Middle West. If the Bureau’s contention is correct, the reconstruction 
would involve only an adjustment of 1938 to eliminate the effect of the 
flood. Its extraordinary moving expense in 1936, being unrelated to the 
qualifying event under section 722, would not be eliminated in computing 
constructive net income. In effect, therefore, the allowance of the claim 
under section 722 would preclude the relief that would otherwise be 
allowable to the taxpayer under section 711. This narrow conception of 
the relationship between these sections is clearly indefensible. 

To illustrate its treatment of abnormal deductions the Bulletin offers 
the example of the taxpayer which had extraordinary expenses in con- 
nection with a strike in December, 1936, and January, 1937. It is pointed 
out that the entire amount of these expenses should be eliminated under 
section 722 while applying the 125 per cent formula only a part of the 
1937 expense would be removed. It should be noted, however, that under 
a proper interpretation of section 711 an extraordinary expense of this 
type should be considered abnormal in class and thus should be eliminated 
entirely without using the formula. Yet, this example conforms with the 
regulations ** under section 711(b)(1)(K) which states that a class 
of deductions is abnormal only if the taxpayer had no deductions of that 
class in the taxable years prescribed for determining average deductions. 
The Bureau’s interpretation of this paragraph of section 711 seems 
thoroughly unsound and merits the criticism already accorded to it.*° This 
issue has been raised in a petition to the Tax Court, filed by the Surface 
Combustion Corporation of Toledo, Ohio, and the Court’s decision should 
be watched for in the coming year. 

Apparently the regulations *° recognize that sections 722 and 711 are 
not in principle mutually exclusive. Its requirement that the use of section 
711 must be consistent with the principles of section 722 is a safeguard 
against a duplication of benefits which might arise under some circum- 
stances. Where the application of section 711 does not serve to duplicate 
the relief provided under section 722 there would not seem to be any valid 
objection to their concurrent use. 





CONCLUSION 


In view of the Bulletin’s narrow construction of section 722, it is not 
surprising that the Bureau has shown little tendency to dispense relief 
liberally. Yet, much of the criticism leveled at the Bureau’s administra- 
tion of the section is not entirely fair or, to say the least, is made without 


28 Reg. 112, § 35.711(b)-2. 
29 MonTGOMERY, FEDERAL TAXES ON CorporATIONS, 1944-45, 314. 
30 Reg. 112, § 35.722-2(b) (3). 
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recognition of the difficulties involved. The Bureau, like all other Govern- 
ment agencies, has been severely handicapped during the war years by an 
inadequate and overworked personnel; and the administration of section 
722, requiring the processing of some 36,000 claims, has drastically added 
to its burden. Undoubtedly, this shortage in personnel was one of the 
factors which contributed to the administrative delay. 

However, the responsibility for the slow progress in processing these 
claims does not rest entirely with the Bureau. Many of the claims filed 
were completely devoid of merit, while others which appeared to be quali- 
fied, initially presented very little in the way of evidence to substantiate 
the amount of relief claimed; doubtless, many claimants have not to this 
day completed the submission of their data. While the statute is entitled to 
“sympathetic administration,” ** it was certainly not intended to provide 
refunds on faith. A less careful scrutiny of these claims and a greater 
liberality in the allowance of refunds might easily have provided us with 
a national scandal. 

It must also be remembered that this section, so different in spirit and 
purpose from any other section of the Code, presented the Bureau with an 
administrative problem without parallel in its experience. In the absence 
of precedent, new standards and methods had to be established ; its agents 
had to be instructed in this procedure and in the many complex problems 
inherent in the law. Unfortunately, the average Internal Revenue agent is 
ill-fitted by experience to cope with this section. In the past, his job was 
essentially an auditing one and his attention was centered upon the col- 
lection of additional revenue. Presented now with the problem of review- 
ing claims for substantial refunds based upon “hypothetical levels of 
operations,” “constructive income representing normal earnings” and 
other intangible economic concepts, the agent’s lot is not a happy one. 
Accordingly, many agents have adopted the easy procedure of arbitrarily 
rejecting claims and thereby passing the responsibility for refunds to the 
Tax Court. It hardly seems possible that the Bureau remains unaware 
of this method of disposing of claims, but no official action has yet been 
taken to curb the practice. 

If this practice continues, it will tend to disrupt the basic scheme of the 
statute, which is to have these claims thoroughly examined by the Com- 
missioner of Internal Revenue in the first instance in an effort to settle 
them without suit and to have the Tax Court merely review his deter- 
mination. Thus far, more than 400 petitions involving section 722 have 
been filed with the Tax Court and this number is increasing rapidly. 


31 H.R. Rep. No. 146, 777TH Cona., Ist Sess. (1941) 2, 1941-1 Cum. Butt. 551. 
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Unless this trend abates, the entire Tax Court calendar will soon be 
hadly clogged. 

The creation of an independent agency, detached from the organization 
of the Treasury Department, with full responsibility for the processing and 
settlement of claims under section 722, has been suggested as a possible 
solution of the problem. The idea has much to recommend it. It might also 
he proposed that such an agency be headed by an executive board, whose 
members are appointed by the Secretary of the Treasury, consisting of an 
accounting authority recommended by the American Institute of Ac- 
countants, a tax attorney endorsed by the American Bar Association, an 
economist of recognized standing, and a representative of the Com- 
missioncr of Internal Revenue. Adequately staffed, such an agency would 
he able to speed the processing of these claims and provide the sympathetic 
administration of the section which Congress so clearly intended. 


ADDENDUM 

Since the preparation of the preceding article the Tax Court of the 
United States has rendered its first decisions upon the merits involving 
applications for relief under Section 722; these cases, both decided on 
December 10, 1945, are Fesandie & Sperrle, Inc.,°* and The Monarch 
Cap Screw and Manufacturing Company.** Some of the views expressed 
by the Court therein are at variance with the author’s conception of 
“normal earnings” as enunciated in this article. It is the purpose of 
this note, therefore, to discuss only those phases of the opinions rather 
than to offer a thorough analysis of these extremely important decisions. 

In the Fesandie & Sperrle case the application for relief was based 
upon an asserted change in the character of the taxpayer’s business 
within the meaning of Section 722(h)(4). The petitioner, a jobber 
and dealer in dye-stuffs and coal tar colors, during all but the last month 
of the base period was engaged almost exclusively in the domestic mar- 
ket. By reason of the outbreak of the European War in September of 
1939 the cartel which had controlled the foreign market was broken and 
the petitioner was appointed the sales representative of the American 
member of the cartel in certain foreign countries. It was this entry 
into the foreign field and the substantial increase in the level of its busi- 
ness resulting therefrom that was the basis of the petitioner’s claim. 
The petitioner’s reconstruction of a fair and just amount representing 
normal earnings was apparently based upon the assumption that it would 
have been able to capture the same portion of the foreign market during 
the earlier part of the base period that it obtained in December of 1939. 


*25 T.C. No. 144 (1945). 
335 T.C. No. 146 (1945). 
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This change in the petitioner’s operations was undoubtedly occasioned 
by “unusual and abnormal circumstances,” and had the Court desired 
to rely upon G.C.M. 24013 and the theory therein enunciated that 
abnormal events cannot result in normal earnings, it could on that ground 
alone have denied relief. The Tax Court, Judge Opper writing the 
opinion, makes no mention of G.C.M. 24013, and merely states that 
“Respondent does not appear to concede that what happened in the last 
month of the base period constituted a change in the business as con- 
templated by the relief provisions. For our purposes, however, it will 
he assumed that it did.” Nevertheless, despite the Court’s assumption 
that a change in the business had occurred, relief was denied because in 
order to sustain the petitioner it would be necessary to presuppose that 
the world-wide cartel, which was broken only as a result of the outbreak 
of the war, would not have existed in the earlier years of the base 
period. It seemed entirely clear to the Court that except for the inter- 
vention of the war the cartel would not have surrendered its monopo- 
listic position and the ensuing profit voluntarily. However, the Court 
does make the following observation : 


. . . For present purposes, we feel it sufficient to conclude that any 
assumption of higher profits in the base period which requires as an 
inescapable condition the supposition of the earlier creation of the war 
situation furnishes no ground for application of the provisions of section 
722. Whatever elements of a taxpayer’s circumstances, or of general busi- 
ness, may be assumed to have been operative for periods earlier fhan the 
actual facts warrant, the war conditions, which gave rise to the enactment 
of the Excess Profits Tax Act itself, cannot be given a predated effect for 


any purpose. 

In the author's opinion the result of this decision, upon the facts 
therein presented, was clearly sound. Yet, it is his view that in deny- 
ing relief the Court might have laid greater stress upon the general 
theory that a reconstruction of normal earnings cannot be predicated 
upon other than normal competitive conditions in the base period. Thus, 
even though the entry into the foreign field constitutes a change in the 
character of its business, the constructive level of foreign business 
attainable throughout the base period under normal market conditions 
then existing, probably would not afford the petitioner any relief. 

The facts in the Monarch Cap Screw and Manufacturing Co. case 
are of only limited interest in connection with the preceding article. It 
is the Court’s interpretation of the phrase “normal earnings” that is 
particularly pertinent here, although many other phases of the decision 
will have far-reaching effects. The Tax Court, in an opinion by Judge 
Smith, states : 
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The benefits of section 722 are made available only where a taxpayer 
establishes that the excess profits tax complained of is ‘excessive and dis- 
criminatory,’ as those terms are defined in the statute, and further estab- 
lishes what would be a fair and just standard of normal earnings for the 
base period. 

While the statute carries its own definition of ‘excessive and discrim- 
inatory’ it does not define the term ‘an inadequate standard of normal 
earnings.’ The word ‘normal’ is susceptible of different, or varying mean- 
ings. Webster’s New International Dictionary defines it as meaning: 

According to, constituting, or not deviating from an established norm, 
rule, or principle; conformed to a type, standard, or regular form; per- 
forming the proper functions ; not abnormal ; regular; natural ; analogical. 


Still the question might arise, whether the ‘normal earnings’ referred to 
in the statute are those of the particular taxpayer or those of the industry 
as a whole. In relation to its context we think that the whole phrase ‘an 
inadequate standard of normal earnings’ refers to a standard or measure 
of earnings which falls below that established over a reasonable length of 
time and under normal conditions by the taxpayer or by other taxpayers 
engaged in the same or a similar business under comparable conditions. 
It is such a standard as would result in ‘an abnormally low excess profits 
credit.’ Senate Finance Committee Report, supra. (Emphasis supplied) 


Under the foregoing definition of normal earnings, the determination 
whether the base period income credit is inadequate is not made by refer- 
ence to what a business changed in character under Section 722(b) (4) 
would have earned under normal conditions during the base period but 
rather by reference to the earnings experience of the unchanged business 
in the previous years of its existence. In this case the Court conceded 
that the alleged circumstances may have constituted a change in the 
character of the business within the meaning of the statute but it could 
not see the inadequacy of the petitioner’s base period net income as a 
standard of normal earnings because the base period profits were sub- 
stantially greater than its average profits over its entire experience from 
1922 to 1941. It is true that Judge Smith indicated that the foregoing 
test of normal earnings might not be applicable where the taxpayer 
had greatly expanded its business or made substantial capital outlays 
as the result of which a proportionately larger return of profits was to 
be expected. Nevertheless, the Court ignores the fact that the statute 
is concerned with the correction of an inadequate base period net 
income which arises out of failure to reflect normal operations for 
the entire base period of the business thus changed in character. The 
average of a taxpayer’s earnings prior to the change is totally immaterial 
and their reflection in the Court’s interpretation of normal earnings 
provides a standard which in many cases will be unfair and inadequate 
for determining how large a part of the current year’s income was truly 
excess profits net income. 
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Notes 


Personal Holding Companies Owned by Nonresident Aliens. Thc 
everyday concept of a personal holding company is of a corporation 
dominated by a single individual or a small group of individuals, frequently 
a family, which merely holds property, generally securities, for the purpose 
of conveniently managing the property and distributing the income therefrom 
to its stockholders. The name connotes an absence of substantial industrial 
or mercantile operations. Yet, a closely owned foreign manufacturing or 
trading corporation, if it is not careful, may find itself inescapably subjected 
to the high surtax rates imposed on personal holding companies by Sub- 
chapter A of the Internal Revenue Code.! 

During World War II many foreign corporations closely owned by non- 
resident aliens unsuspectingly invested substantial sums in the stocks and 
bonds of American corporations. At the same time, one or more of the 
shareholders of these corporations immigrated to this country and became 
residents if not citizens. Some of these corporations will be faced with ex- 
tremely heavy and totally unexpected personal holding company surtaxes on 
their United States investment incomes, to say nothing of penalties for delin- 
quency in filing personal holding company tax returns and interest. 

The anomalous situation whereby an operating company may be classified! 
as a personal holding company and perforce made liable to the surtax rates 
imposed on such corporations arises out of a combination of Internal 
Revenue Code provisions, namely, Subchapter A and sections 231(c), 
119(a) (2) (B) and 27(i). . 

Subchapter A, generally speaking, imposes a prohibitively high? surtax 
on the undistributed income of any corporation which falls within the 
statutory definition of a personal holding company. It is one of three sets 
of provisions designed to prevent the use of the corporate entity as a refuge 
from individual surtax.* The other two deterrents are (a) Supplement I’ ‘ 
of Chapter 1 which requires the American (citizen or resident) shareholders 
of a “foreign personal holding company,”® i.c., one owned to the extent 
of more than 50 per cent by a small group of citizens or residents of the 


TRC. §§ 500-511. 

275 per cent of the first $2,000 of “undistributed Subchapter A net income” and 
85 per cent of the excess thereof over $2,000. I-R.C. § 500. These rates are in addition 
to the ordinary income tax (normal tax and surtax) imposed by Chapter 1. 

® Rudick, Section 102 and Personal Ilolding Company Provisions of the Internal 
Revenue Code, 49 Yate L. J. 171, 172. 

* L.R.C. §§ 331-340. 

5 The term “foreign personal holding company” when enclosed in quotation marks is 
intended to have the technical meaning ascribed to it by I.R.C. § 331(a). 
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United States, to include in their gross incomes their pro rata shares of the 
undistributed income of the “foreign personal holding company,” and (b) 
section 102 which imposes a penalty surtax on all taxable corporations (ex- 
cept personal holding companies as defined in section 501 and “foreign per- 
sonal holding companies” as defined in Supplement ’) which are formed or 
availed of to prevent the imposition of the surtax upon their shareholders 
by accumulating rather than distributing their profits. The three sets of 
provisions are mutually exclusive.® 

The term “personal holding company” as used in Subchapter A includes 
both domestic and foreign corporations, whereas the term “foreign personal 
holding company,” as used in Supplement P, embraces, as the name implies, 
only foreign corporations. The distinction stems from the fact that the 
United States is probably without jurisdiction to tax a foreign corporation on 
its income from sources outside the United States and hence could not 
effectively force the distribution of such income by taxing the undistributed 
portion of it at confiscatory rates. This country does, however, have juris- 
diction over the shareholders of a foreign corporation who are citizens or 
residents of the United States and may validly tax them on their respective 
shares of the foreign corporation’s undistributed income, whether or not 
from United States sources ;? and this country may, of course, without giving 
extraterritorial effect to its tax laws, impose surtax on the income of a 
foreign corporation from United States sources.* 

A corporation, whether domestic or foreign, is a personal holding com- 
pany within the definition contained in Subchapter A® if both of two require- 
ments are satisfied: the gross income requirement and the stock ownership 
requirement. The former condition’? is met if 80 per cent’! or more 
of the corporation’s ‘gross income for the taxable year consists of “personal 
holding company income,” the commonest items of which are dividends, 
interest and gains (except by a dealer in securities as distinguished from a 
trader) from the sale of securities.1* The stock ownership requirement ** 


® The historical background of the personal holding company provisions is stated at 
length in Rudick, of. cit. supra n. 3, pp. 202 et seq. 

7 Eder v. Comm’r, 138 F. (2d) 27 (C.C.A. 2d, 1943) ; Collector v. Hubbard, 12 Wall. 1 
(1870). 

8 Fides, A. G. v. Comm’r, 137 F. (2d) 731 (C.C.A. 4th, 1943), cert. denied 320 U.S. 
797 (1943). 

® TRC. § 501 (a). 

10. R.C. § 501 (a) (1). 

11 Once the company falls within the definition, the percentage for subsequent years 
drops to 70 until either the stock ownership requirement ceases to exist or until the 
expiration of three consecutive taxable years in each of which personal holding company 
income is less than 70 per cent of gross income. The corresponding percentages in the 
definition of a “foreign personal holding company” are 60 and 50. I.R.C. § 331(a) (1). 

12T.R.C. § 502. Other components of personal holding company income are certain 
rents and royalties, annuities, gains from trading in commodity futures (with certain 
exceptions), income from estates or trusts and income from certain personal service 


contracts (“incorporated talent provision”). 


13 T.R.C. § 501(a) (2). 
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is satisfied if at any time during the last half of the taxable year** more 
than 50 per cent in value of the corporation’s outstanding stock is owned, 
directly or indirectly or constructively, by not more than five individuals.*® 
A “foreign personal holding company” as defined in Supplement P is specifi- 
cally excluded from the definition.’ 

By virtue of section 231(c) the gross income of a foreign corporation 
includes only gross income from United States sources. Hence, if 80 per 
cent or more of its gross income from United States sources consists of 
interest, dividends or gains on sales of securities,’’ or other types of personal 
holding company income, and if the corporation at any time during the last 
half of its taxable year is owned by five or less individuals, it will fall within 
the definition. However, whereas a personal holding company which is either 
a domestic corporation, or a foreign corporation which derives its entire 
income from United States sources, can completely escape the surtax by 
distributing its earnings, a foreign corporation (a personal holding company ) 
which derives any income from foreign sources and which is owned to a 
major degree but not entirely ** by nonresident aliens cannot entirely escape 
the surtax. It is trapped. The reason for this is that in computing the 
income subject to the surtax, there is allowed, as a result of section 27(i),’° 
a deduction for only that part of a dividend distribution which is a taxable 
dividend in the hands of such of the shareholders as are subject to taxation 
under Chapter 1.° Section 119(a) (2) (B) provides that a dividend distribu- 
tion to a nonresident alien by a foreign corporation which “for the three- 
year period ending with the close of the taxable year preceding the declara- 
tion of such” dividend ** derives less than half its gross income from United 





14 Tn the case of a “foreign personal holding company” the stock ownership test is 
met if at any time during the taxable year more than 50 per cent in value of the out- 
standing stock is owned by the specified group. 

15 The rules for determining ownership are elaborate and complex. See I.R.C. § 503 
and Reg. 111, § 29.503(a)-1 et seq. 

16 T RC. § 501(b) (5). 

17 The gains referred to are apparently the total of all gains rather than gains less 
losses, t.e., the net gain. Reg. 111, § 29.502-1(5). See Rudick, op. cit. supra n. 3, p. 209. 

18 Jf all the stock of the foreign corporation is owned by nonresident aliens and it 
derives less than half its gross income for the period specified in I.R.C. § 119(a) (2) (B) 
from sources outside the United States, it is exempt by Treasury Regulation. Reg. 111, 
§ 29.500-1. 

197 R.C. § 504(a) provides that in computing “undistributed subchapter A net 
income” a deduction is allowed for the dividends paid credit provided in I.R.C. § 27(a) 
(with certain adjustments). The credit provided by I.R.C. § 27(a) includes the “basic 
surtax credit” provided in I.R.C. § 27(b). Subparagraph (1) of the latter subsection 
provides for the inclusion in the “basic surtax credit” of dividends paid during the year, 
but I.R.C. § 27(i) limits I.R.C. § 27(b) (1) by providing that if “any part of a distri- 
bution . .. is not a taxable dividend . . . such part shall not be included in computing the 
basic surtax credit.” 

20 The reference to shareholders subject to taxation is intended to permit a deduc- 
tion for dividends paid to organizations exempt from tax under I.R.C. § 101. 

21 Or for such part of such period as the corporation was in existence. 
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States sources is not a taxable dividend in the hands of the shareholder,?? 
and even if the foreign corporation did during the specified period derive 
half or more of its gross income from United States sources, only that 
proportion of the dividend is taxable which the United States income 
bears to total gross income. Hence a foreign corporation which receives 
any foreign income cannot pay a dividend to a nonresident alien which 
is fully taxable; and if its United States income consists, to the extent 
of the required percentage, of personal holding company income, and 
if the stock ownership requirement is satisfied, it perforce becomes sub- 
ject to the surtax. There is one exception to this rule: the Treasury 
presumably in recognition of the extremely harsh results which are pos- 
sible under Subchapter A in the case of foreign corporations has by 
regulation®* provided that a foreign corporation all of whose shares are 
owned by nonresident aliens and which for the period specified above derives 
more than half its gross income from non-United States sources, is not a 
personal holding company. There is no statutory basis for this exemption, but 
since it favors the taxpayer it is not likely to be challenged. Whether the 
Treasury would extend this exemption beyond its precise terms is quite 
dubious. 

Accordingly, if a Swiss watch manufacturing corporation the majority 
of whose stock is owned by five or less nonresident aliens has one or more 
stockholders who are citizens or residents of the United States and has been 
unwary enough to invest in United States stocks and receives dividends 
thereon and realizes capital gains, such income amounting to 80 per cent or 
more of total United States income—it will be trapped into liability for the 
prohibitively high surtaxes imposed by section 500. 

The decided cases affecting foreign corporations caught by the personal 
holding company definition of Subchapter A indicate that perhaps sympathy 
but not relief is to be expected from the courts. Thys, in Porto Rico 
Coal Co. v. Commissioner** a foreign operating company was subjected to 
the surtax under the following circumstances: The coal company was en- 
gaged during the taxable year (1935) in selling coal in Porto Rico. Its gross 
income from sources outside the United States all of which was derived from 
the operation of the coal business was approximately $30,000. The net 
result of the operation of the coal business was a loss of about $14,000. 
During the year the company received approximately $7,600 of income from 
United States sources, consisting of about $5,400 of interest on bonds and 
about $2,400 gain from the sale of bonds. Deductible expenses allocable 
to the United States income amounted to $500. The coal company was a 


22 This is a limitation on I.R.C. § 115 which defines “dividend.” The amendment to 
L.R.C. § 115(a) made by I.R.C. § 512(a) of the 1943 Act whereby any distribution by a 
personal holding company (to the extent of the subchapter A net income) is a dividend 
does not, of course, supersede I.R.C. § 119(a) (2) (B). 

23 Reg. 111, § 500-1. 

24 126 F. (2d) 212 (C.C.A. 2d, 1942), aff’g 44 B.T.A. 221. 
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wholly-owned subsidiary of Berwind-White Coal Mining Co., an American 
coal mining and selling company, the stock of which was owned directly or 
indirectly by four individuals all of whom were citizens or residents of the 
United States.?* The Commissioner asserted personal holding company sur- 
tax on the net income from United States sources despite the fact that the 
corporation sustained an over-all loss. 

The petitioner, striving to break away from the grasp of explicit statutory 
language, unsuccessfully argued that the term “gross income” in the section 
of the 1934 Act corresponding to present section 501(a)(1) meant, in the 
case of a foreign corporation, gross. income from all sources and not merely 





gross income from sources within the United States.*° 

The petitioner further argued that Congress intended, when it enacted 
the provision of the 1934 Act cognate to present Subchapter A, to force 
distribution of the earnings of “incorporated pocketbooks” under penalty 
of the surtax, but had no intention to penalize operating companies, domestic 
or foreign, especially when, as did the petitioner, they sustained an over-all 
loss. This argument too was rejected. The court conceded the hardship, but 
followed the general practice of refusing to depart from the literal language 
of the statute where necessary to prevent a hardship on the taxpayer.” The 
Board also sustained a delinquency penalty against the Porto Rico Coal 
Company despite the fact that it had been advised that it was not a personal 
holding company and had so stated in its regular income tax return. 

Another decision that discloses the potential hardships to foreign corpora- 
tions lurking in Subchapter A is Fides, A. G. v. Commissioner.2> In this 
case a Swiss corporation had for years owned a portfolio of American stocks 
and bonds from which it received interest and dividends. More than 50 per 
cent in value of the corporation’s stock was owned during the last half of the 
taxable year (1936) by or for not more than five individuals. All of the 
company’s stockholders during 1936 were nonresident aliens not engaged in 
business or having an office in the United States; and under the statute in 
force at that time, such nonresident aliens were not subject to surtax.?® 


25 For the year involved the statute contained no separate classification of a “forcign 
personal holding company” but it may be noted that under present law the petitioner 
would not have been a “foreign personal holding company” for the reason that the 
required percentage of its gross income, computed as if it were a domestic corporation, 
was not personal holding company income. 

°6 The petitioner pointed to I.R.C. § 119(a)(1)(B) and (b)(2)(B) where, in a 
different context, the statute refers to gross income of a foreign corporation and for 
obvious reasons refers to total gross income rather than merely gross income from 
United States sources. 

27 To the same effect is Berwindmoor Steamship Company, Inc. et al., T.C. Memo. 
kt. 97339, Feb. 29, 1944, P-H {| 44,063. This company was also an operating subsidiary 
of the Berwind-White Coal Mining Company. 

28 137 F. (2d) 731 (C.C.A. 4th, 1943), aff’g 47 B.T.A. 280, cert. denied 320 U.S. 816. 

29 Revenue Act of 1936, § 211(a). This rule was changed by § 501 of the 1937 Act 
which provided for the imposition of surtax on such aliens where their income from 
United States sources excceded a certain amount. Cf. I.R.C. § 211(c). 
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The gross income of the company from United States ‘sources, for the 
three-year period ended December 31, 1935, was 28.54 per cent of its 
gross income from all sources during that period, but during 1936, the gross 
income from sources within the United States was approximately $66,000, as 
compared with gross income from non-United States sources of about 
$57,000. The company paid a substantial dividend to its shareholders in 1936 
but because of the provisions of section 119(a)(2)(13) no part of this 
dividend was subject to United States income tax in the hands of the share- 
holders. 

As in the Porto Rico Coal Company case, the petitioner struggled desper- 
ately to escape from the express language of the statute, arguing, again un- 
successfully, that the statute did not apply to a corporation whose stock- 
holders would not be subject to surtax if its earnings were distributed. In 
upholding surtax on the United States net income the appellate court said :*° 


“Section 351, literally interpreted, does not, we think, lead to absurd 
results or arbitrary discrimination. The alien corporation, as to its activities 
within the United States, is treated in the same general manner as the 
domestic corporation. We see no adequate reason, under these circumstances, 
why section 351 [of the 1936 Act, now section 500] should be given an 
unusual and somewhat forced interpretation in order to tax the domestic 
corporation and to permit the alien corporation to escape the tax. 

“Our views in this connection, we think, are strengthened by the fact that 
the surtax of section 351 falls only on the personal holding corporation. The 
‘listinction between such a corporation, on the one hand, . . . and the active 
business corporation, on the other hand, is an adventure in the realm of stark 
realism. Certainly it is no forced figment of financial fancy. We do not mean 
to imply that personal holding corporations fall instinctively into the category 
of mala in se; yet they have been so often attuned to baser uses that Congress 
may well have singled them out for special treatment. And the only corporate 
classification undertaken by section 351 might well be a dichotomy—personal 
holding corporations and non-personal holding corporations—rather than, 
.. . a Classification into alien corporations and domestic corporations.” 


The rationale of the court in the Fides case is curious in the light of the 
result in the Porto Rico Coal Company case. Judge Dobie, who wrote the 
Fides opinion, seemed to think that Congress intended to treat all personal 
holding companies alike, be they domestic or foreign. Yet the Fides Company, 
were its situation controlled by the existing Treasury regulations, would have 
escaped. As mentioned earlier in this note, the regulations*' provide that if 
a foreign corporation is owned entirely by nonresident aliens and derives for 
the period specified in section 119(b) (2) (3) less than half its gross income 
from United States sources, it is not a personal holding company. This was 


30 137 F. (2d) at p. 735. 
3" Reg. 111, § 29.500-1. 
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the precise situation of the Fides Company.*? In the Porto Rico case, on the 
other hand, the result is a distinction between domestic operating companies 
and foreign operating companies, a distinction which finds little support in 
the legislative history of the applicable statutory provisions. 

We thus have the paradox that a foreign operating corporation may be 
netted where a domestic operating corporation is safe, while a foreign hold- 
ing company may escape where a domestic one would not. There is the 
further paradox that a foreign holding corporation may be free from Sub- 
chapter A if all its stock is owned by nonresident aliens, but if it should have 
as much as a single stockholder who is a citizen or resident, it is caught. 

As in the Porto Rico Coal Company case, the Fides Company was assessed 
with delinquency penalties, not having filed a personal holding company 
return until after the Commissioner had filed one for it. 

Does the situation call for correction, and if so, to what extent? There is, 
of course, a perfectly good reason for including foreign corporations as per- 
sonal holding companies under Subchapter A. Otherwise nonresident alien 
individuals with extensive American holdings could, by transferring such 
holdings to a foreign corporation and accumulating the income therein, 
escape the higher surtax brackets.** On the other hand, should we go so far 
as to impose heavy corporate surtaxes and penalties on foreign operating 
corporations which have incidental investment income from United States 
sources or on foreign investment companies which derive an insignificant 
part of their total income from United States investments? The Treasury 
has made an exception in the case of a corporation, be it a holding or an 
operating company, which has no American (citizen or resident) stock- 
holders and which derives (for a specified period) the major part of its gross 
income from non-United States sources. In the interest of fairness it seems 
advisable to go a little further and exempt such a corporation even if it has 
a small minority of United States shareholders. An equally meritorious 
exception would be an operating company which derives less than half its 


32 In fact, the Fides Company did argue before the Board (47 B.T.A. at 284) that 
the regulation, which was first promulgated after the enactment of the 1937 Act—that 
Act subdivided personal holding companies into “foreign personal holding com- 
panies” and other personal holding companies—should be applied to its case. The 
regulation, however, specifically provided that it should apply only to taxable years 
beginning after December 31, 1936; and the Board refused to apply it to the year 1936. 
See T.D. 4791, 1938-1 Cum. Bu tt. 83, 99. The dictum in the Board opinion (p. 284) 
that § 352(b) of Title 1A of the Revenue Act of 1937 (now I.R.C. § 501(b)) changed the 
definition of personal holding companies to exclude a company in the situation of Fides 
finds support only in the regulation, not in the language of the statute. 

83 Perhaps in this situation, the corporate entity could be successfully ignored. 
Cf. Griffiths v. Comm’r, 308 U.S. 355 (1939). The surtax brackets apply to a non- 
resident alien individual not engaged in business in this country if his income for the 
taxable year exceeds $15,400. I.R.C. § 211(c). If his gross income is less than this 
amount, it is taxed at a flat 30 per cent subject to certain treaty limitations. I.R.C. 
§ 211(a). 
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gross income from American sources.** This last could be accomplished by 
conforming the statute to the argument made by the taxpayer in the Porto 
Rico Coal case, namely, that gross income in the case of a foreign corporation 
should be made to mean, for purposes of section 501(a), gross income from 
all sources. 

A compromise solution would be to increase the income tax rate on invest- 
ment income received by foreign corporations owned largely by nonresident 
aliens and to exempt them from personal holding company surtax altogether. 
The problem has economic and foreign policy overtones. Do we wish to 
encourage or discourage investment by foreign corporations in American 
securities, or do we wish to be neutral? Is it likely that foreign jurisdictions 
will retaliate if we seek to tax the American investments of their nationals 
at rates approaching confiscation ; and if so, should it bother us? Perhaps the 
best approach is to negotiate treaties with important foreign jurisdictions 
designed to prevent both strangling taxation and evasion. In this connection, 
it is to be noted that under our tax convention with Canada, a Canadian 
corporation more than 50 per cent owned** by individual residents of 
Canada other than United States citizens is exempt from taxation as a 
personal holding company. T.D. 5206, Sec. 7.33, 1943 Cum. Butt. 526. 


—Harry J. Rupicx. 


Employee Stock Options and the Smith Case. In Palmer v. Commis- 
sioner’ a corporation owned stock of another corporation and gave its 
stockholders pro rata rights to buy that stock. The price fixed was the fair 
market value of the stock on the day the rights were authorized by the board 
of directors. The Board of Tax Appeals? found from this fact and other 
eviuence® that the “intention” of the corporation was to sell the stock to 
stockholders, not to make a dividend distribution. Accepting this finding as 
supported by all of the evidence examined by the Board, the Supreme Court 
held that the fortuitous existence of a market value for the stock higher than 
the option price (a “spread”’) at the time when the rights were exercised by 
the stockholders did not change what in good faith was intended as a sale into 
a distribution of earnings and profits taxable as a dividend.* Subsequently, 
~ $4 Once excepted from Subchapter A such a corporation would be subject to I.R.C. 


§ 102. 
35 Throughout the last half of the taxable year. 


1 302 U.S. 63 (1937). 

2 Bradley W. Palmer, 32 B.T.A. 550 (1935). 

3 The purpose for distribution of the rights, which was to build up the corporation’s 
cash position and create a wide market for the stock; failure of the resolution of the 
board of directors to refer to the rights as dividends; treatment of the transactions on 
the corporation’s books ; and the corporation’s income tax treatment of the resulting sales 
of stock. 

* See the discussion of this problem in 1 Tax L. Rev. 86, 92 (1945). 
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the Circuit Court of Appeals for the Second Circuit, in effect disregarding all 
other evidence of “intention” considered in the Palmer case, extracted from 
that case a rule of thumb: If a substantial “spread” exists when the options 
are issued a dividend distribution is intended ; but the intention is to distribute 
no more than the amount of the “spread.” If there is no such “spread” there 
is no taxable dividend.’ Since so-called “bargain purchases” by stockholders 
and employees are treated in the same section of the regulations," this inter- 
pretation of the Palmer case engendered hope that receipt of taxable com- 
pensation from an employee stock option could be precluded by the simple 
expedient of fixing the option price at or above fair market value of the stock 
at the time the option is given. 

That is the theory upon which Commissioner v. Smith* was tried in the 
Tax Court. As the result of a reorganization of corporation H in 1934, 
corporation W was retained to manage H,, W’s compensation for this service 
io be stock of H, to be turned over to W as it effected reductions of //'s 
indebtedness. Smith was an employee of W. Late in 1934, the president of 
KV gave Smith a verbal option (ratified by corporate resolution and put into 
writing in 1937) to purchase on or before January 1, 1940, at a price of 10¢ 
per share “‘the right to receive ... (74,377 shares of 7 stock) to be received 
by (W) ... in the performance of its management contract referred to in 
said plan of reorganization.” Smith testified that this option was given as 
compensation for services which he had rendered in connection with the 
reorganization of H;* and the written option and the corporate resolution 
authorizing it both contained recitals to the same effect. Smith’s petition in 
the Tax Court included a similar allegation.® Of course, the Tax Court found 
that W “gave the option to petitioner as compensation for services rendered 
in effecting the reorganization plan of” H.*° Since this record precluded 
consideration of whether the option had beefi given to Smith for a purpose 
other than compensation for services, the petitioner obviously proceeded on 
the assumption that the fact that 10¢ per share was not less than fair market 
value of H stock at the time his option was given protected him from the 
receipt of taxable compensation through the option."* 





5 Choate v. Comm’r, 129 F. (2d) 684 (C.C.A. 2d, 1942); Gibson v. Comm’r, 133 F. 
(2d) 308 (C.C.A. 2d, 1943). 

® Reg. 111, § 29.22(a)-1. 

7 324 U.S. 177 (1945), rehearing denied 324 U.S. 695 (1945). 

8 Transcript of the Record (hereinafter cited as “R.”), pp. 74, 107. In fact, on re- 
direct examination Smith volunteered testimony in which he gave in detail the services 
which he had rendered in connection with the // reorganization, testifying that it was for 
all of such services that the option was given to him. R. pp. 108-109. He also testified 
that he helped to fix the price at about the market value of H stock, because he “pre- 
ferred to have it be a purchase rather than a gift.” R. p. 91. 

®R. pp. 7-11. 

10 T.C. Memo. Dkt. No. 110,050, C.C.H. Dec. 13019(M), P-H T.C. Memo Dec. Service, 


7 43,101. 
11 The Circuit Court of Appeals agreed with Smith. 142 F. (2d) 818 (C.C.A. 9th, 


1944). 
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The Supreme Court took a different view. Since there was no “spread” 
when the option was given and Smith testified that he could have sold it for 
only a “negligible” or “nominal” amount, the option itself could not have been 
the intended compensation. The Tax Court’s finding that the option was 
given as compensation for services must have had reference to the oppor- 
tunity afforded by the option for Smith to make a “bargain purchase” after 
an anticipated advance in market price of H stock. “Section 22(a) of the 
Revenue Act is broad enough to include in taxable income any economic or 
financial benefit conferred on the employee as compensation, whatever the 
form or mode by which it is effected.”?* Therefore, Smith received taxable 
compensation in 1938 and 1939, when H stock was delivered to him as the 
result of exercise of the option, the amount of compensation being the 
difference between the fair market value of H stock when received and the 
option price paid for it.’* 


SIGNIFICANCE OF THE Smitu Case 


The Smith case is another example of the willingness of the Supreme Court 
to “look through form to substance” in applying the income tax law; and, 
although the decision was on a narrowly limited issue in connection with an 
employee option, certainty that the rationale of the decision will be applied to 
other similar transfers of property by an employer to an employee '* makes 
the case broadly significant. Two questions are implicit in every such trans- 
fer: (1) Is it compensation for services? (2) If it is, «when is the compensa- 
tion received? In the Smith case the Court decided the latter question on the 
basis of an inferred “intention” ’® of the parties, disregarding expressed 


12 324 U.S. at 181. 
13 Smith exercised the option and paid the full amount of the option price in March, 
1938. On motion for rehearing he contended that, if tax was to be imposed by reason of 
the increase in value of H stock after the option was received, the entire tax should fall 
in 1938 and not be spread over subsequent years (1939-1941) when the stock not de- 
livered by the depositary in 1938 was received. (H stock had increased in value after 
1938.) However, W’s right (hence Smith’s derivative right) to receive the remaining 
stock was subject to a condition precedent (further reduction of H’s indebtedness) which 
was not fulfilled by W until 1939 (and later years not before the Court). Therefore, the 
Court interpreted the Tax Court's finding that Smith received compensation “when (he) 
exercised his option and received the stock” as indicating that the intended compensation 
was the effective exercise of the option, which could take place as to part of the stock 
only in 1939 and later years. It seems that in the usual case the compensation would be 
received in the year in which the option is exercised and the optionee immediately be- 
comes entitled to receive the stock. 
14 See the following cases, in which the Smith case has been cited: Joseph W. Frazer, 
4 T.C. 1152 (1945) (taxable compensation received at time of distribution of corpus of 
a non-qualifying profit-sharing trust) ; Hubbell v. Comm’r, —— F. (2d) —— (C.C.A. 
6th, 1945) (payment of premiums on annuity contracts through a non-qualifying trust). 
15 The only direct evidence of intent was to the effect that the receipt of the option, 
not the subsequent purchase of the H stock, was the intended compensation. 
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intent and legal forms used ; and it appears from this and earlier cases that 
the same approach applies in answering the former question. 

The interplay of evidence bearing on these two questions in the case of 
typical employee options will be discussed below, but the application of the 
Smith case to other employer-employe transfers may be illustrated here by 
two examples of slightly different transactions : A corporation sells its stock to 
an employee at the current market price but subject to a right in the employee 
(a “put”) to resell to the employer at the same price at any time within five 
years. The fact that the “put” relieves the employee from investment risk for 
five years indicates that compensation in some form is intended. That same 
fact and the absence of a “spread” when the stock is sold indicate that the 
intended compensation will be received when the “put” expires (if market 
price of the stock is then above the price at which it could be sold to the 
employer) or is exercised (if market price is then below resale price). But 
the employee may be able to introduce other evidnce which will contradict 
either one or both of these inferences from the form of the transaction. There 
should be no inference of a compensatory transfer from the form of the 
transaction if, instead of giving the employee a “put,” the employer corpora- 
tion reserves a right to repurchase the stock at the same price (a “take’”’). 
Since the employee in that case assumes all investment risk, the natural infer- 
ence is that the “take” is for the employer’s benefit, and additional evidence 
should be required to establish that the transfer was compensatory.’® 

The Smith case does not hold that every option to buy stock given to an 
employee by an employer is compensatory per se. That question was not pre- 
sented by the record in the Smith case and was not discussed by the Court. 
It may be assumed, however, that the Bureau of Internal Revenue will apply 
the Smith case vigorously to all such options. That will throw upon the em- 
ployee the burden of overcoming the presumption of correctness of the 
Bureau’s determination and proving that the option was something other than 
payment for services. That burden may be heavy, since transfers of property 
from employer to employee are usually compensatory. 

Cases decided before the Smith case show that an employer may make a 
gift to an employee without tax consequences to the employee. Since prop- 
erty transferred to an employee without legal or moral obligation on the part 
of the employer may be taxable compensation,’ absence of formal con- 
sideration is not determinative of the nature of the transfer. Intention of 
the employer controls ;** but, since intent is a will-o’-the-wisp, to be pursued 

16 Other types of transactions and the older cases are discussed in Bastedo, Taxing 
Employees on Stock “Purchases” (1941), 41 Cor. L. Rev. 239. And see WASHINGTON, 
CorPoRATE EXECUTIVES’ COMPENSATION (1942). 

17 Old Colony Trust Co. v. Comm’r, 279 U.S. 716 (1929) . 

18 In Bogardus v. Comm’r, 302 U.S. 34 (1937) the Court held 54 that a payment made 
(in practical effect) by former stockholders of the employer corporation to former em- 
ployees was a gift. The majority and minority disagreed on the question of whether the 
“gift” and “compensation” categories are mutually exclusive, but agreed that intention 
of the payors determined the category into which the payment fell. Cf., however, the 
language in Helvering v. American Dental Co., 318 U.S. 322, 330-331 (1943). 
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with the usual evidence of objective manifestations which will vary from case 
to case, a lack of consistency in results is to be expected.’® If the transfer to 
the employee is in form a “bargain purchase” transaction, a third possibility is 
suggested. That is, that the transfer is in substance what it is in form, a 
sale.?° Again intention of the employer becomes important. 


It is intent, however, not purpose or motive that is determinative. For 
example, a corporation may sell its stock or give an option to employees for 
the purpose of giving them additional incentive for diligence and loyalty 
beyond that expected of an ordinary salaried employee. If the option to buy 
this stock or the sale itself is provided for in the employment contract the 
employee, in effect, agrees to serve in consideration for the stipulated salary 
plus the option or margin of value of the stock over thé cash price to be paid 
for the stock. Inclusion of the option or sale provision in the employment 
contract is evidence of an intent to give the option or “spread” as additional 
compensation for future services. This is especially true when it is apparent 
that the “spread” is in lieu of salary which otherwise would have to be paid 
in cash.?* On the other hand, if the option or bargain sale is voluntarily given 
or made, not required by a previously executed employment contract, the 
intention of the employer corporation may be to give additional compensa- 
tion, make a gift or simply sell the stock to the employee. The purpose of giv- 
ing the employee an “incentive” in such a case is an ambiguous indication of 
intent. If the employee is free to sell his stock at a profit immediately after it is 
received he may get incentive for hard work from the fact that he has re- 
ceived additional compensation and considers himself well paid. On the 
other hand, if he is under legal or moral obligation to hold his stock his 
inducement to effective service will come chiefly from the hope that, by 
additional effort, he will increase the vaiue of his stock and the amount of 
dividends paid on it; but the restrictions on sale in such a situation will 
usually coincide with the period of employment and, therefore, give the 
option transaction the appearances of compensation rather than investment. 
Considerations like these suggest doubt as to whether the cases holding that 
“incentive” options result in actual sales which are non-compensatory in 
nature may now be relied on, in spite of a limited concession to that effect 


19 Leading cases are collected and discussed in MaciLt, TAXABLE INCOME (Rev. Ed., 
1945) 395-404. 

20 For example, in Rose v. Trust Co., 28 F. (2d) 767 (C.C.A. 5th, 1928) the taxpayer 
was a member of a syndicate formed to reorganize a corporation. The syndicate agreed 
to purchase 83,000 shares of stock of the new corporation at $5 and underwrite 417,000 
shares for sale to the public at $35. The court held that the purchase of stock by a 
member of the syndicate at $5, the agreed price, was a good faith sale, not a transfer at a 
nominal price as compensation for services in organizing the corporation. The effect of 
the Smith case on this decision, however, is not clear. 

21 F.g., Albert Russel Erskine, 26 B.T.A. 147 (1932). 











TAX LAW REVIEW [ Vol. 1: 


230 


in the Comunissioner’s brief in the Smith case.*? It would be more realistic 
for the employee to consider the possibility of showing that the “incentive” 
option was actually a non-taxable gift (of the option itself and the “spread” 
when it is exercised). The Supreme Court has held that a gift is not subject 
to income tax although it has been made for a business purpose.** 

lemployee options cases decided before the Smith case. classify the options 
involved as either compensation or sales transactions, without serious con- 
sideration of the gift possibility. Since they involve varying factual patterns, 
it is difficult, perhaps impossible, to reconcile the conclusions as to the factors 
which indicate that compensation was or was not intended.** 





SoME QUESTIONS UNANSWERED BY THE SMitit Case 


In a dictum in its original opinion in the Smith case the Court said that, 
“when the option price is less than the market price of the property for the 
purchase of which the option is given, it may have present value,” and “the 
option itself, rather than the proceeds of its exercise” might be found “to be 
the only intended compensation.”*° On motion for rehearing it was con- 
tended (especially in the memordanum of amici curiae) that the Tax Court 
had not found that the option was worthless when given, and that the Court's 
conclusion that the intended compensation could be only the anticipated 
bargain purchase opportunity was not justified. Apparently in answer to 
this contention, the Court amended its original opinion to point out that 
Smith had testified that he could have sold his option for only a “negligible” 
or “nominal” amount and had not contended that the option itself had value 


22 Rossheim v. Comm’r, 92 F. (2d) 247 (C.C.A. 3rd, 1937), reversing 31 B.T.A. 857 
(1934) ; Delbert B. Geeseman, 38 B.T.A. 258 (1938); Gordon M. Evans, 38 B.T.A. 
1406 (1938); Charles E. Adams, 39 B.T.A. 387 (1939); Herbert H. Springford, 41 
B.T.A. 1001 (1940). Citing the Geeseman and Adams cases, the Commissioner said 
in his Smith case brief : 

“While the Regulations contain no further definition of compensation, there is a 
strong presumption that all gains flowing from the employer-employee relationship are 
in the nature of compensation. This may not always be truce so far as bargain pur- 
chases are concerned. Conceivably such a bargain may occur where an employer can 
find no other buyer in a stagnant market, or even where the sole purpuse is to ensure 
the employee’s unflagging loyalty by giving him a stake in the employer's business.” 
Cf. Durkee v. Welch, 49 F. (2d) 339 (D.C. Calif., 1931). 

°3 Helvering vy. American Dental Co., 318 U.S. 322 (1943). The possibility of showing 
that a gift to the employee was intended is small in the case of a corporation with 
widely held stock, but may appear in the case of closely owned corporations or in the 
case of options given to the employee by stockholders. 

24 Compare D. C. Bothwell, 77 F. (2d) 35 (C.C.A. 10th, 1935), affirming 27 B.T.A. 
1351 (1933) (option given to induce officer to accept employment with corporation 
needing effective management) and the cases cited in note 22, supra, with the follow- 
ing: Albert Russel Erskine, 26 B.T.A. 147 (1932); Phillip W. Haberman, 31 B.T.A. 
75 (1934), affirmed per curiam 79 F. (2d) 995 (C.C.A. 2d, 1935); Edward J. Epsen, 
44 B.T.A. 322 (1941); Estate of Edward J. Connolly, 45 B.T.A. 374 (1941), affirmed 
135 F. (2d) 64 (C.C.A. 6th, 1943). 

*> 324 U.S. at 181, 182. 
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when given. The care with which the Court excluded this possibility from the 
Smith case suggests that there may be cases in which the option itself is the 
only compensation intended.*° This would limit the amount of taxable com- 
pensation to the value of the option.?’ 

Existence of a “spread” between option price and value of the property, 
of course, is indicative that the option has value.?* It may be valuable, how- 
ever, for other reasons. For example, it may be an option to buy property not 
otherwise obtainable (¢.g., stock of a closely owned corporation). Other 
similar options may have been issued to third parties, to stockholders, for 
example, so that a market for the option has been established before the em- 
ployee receives his. Or it may be a long-term option to buy stock of a corpora- 
tion with favorable prospects. In all of these instances it may be possible to 
prove a fair market value for the option, and that this value was the only 
compensation intended.** 

The possibility that an employee may be taxed at the time he receives his 
option suggests an interesting basis problem. If no income tax has been 
imposed, because the option has been received as a gift or a part of a non- 
compensatory sale transaction, the employee has no investment in the stock 
acquired through exercise of the option other than the option price paid; 
and that is his basis.*° On the other hand, if as in the Smith case the employee 
has been taxed when he exercised the option, the “bargain purchase” basis 
rule should apply. The employee has invested in the stock the option price 
plus the value of his services, which presumably were worth the “spread” 
on which he was taxed. The sum of these amounts should be his basis.*! If 
the employee is taxed on the value of his option when he receives it an 
equitable basis would be option price paid plus the amount on which he has 


26 Note, however, that certiorari was granted because of an “asserted” conflict with 
Connolly’s Estate v. Comm’r, 135 F. (2d) 64 (C.C.A. 6th, 1943). In that case the 
option price was substantially below market value of the stock when the option was 
given, but the court held that the bargain purchase afforded by the option was the only 
compensation intended. 

“7 The Treasury Department’s posi:ion in connection with the Salary Stabilization 
program that compensation is receivec: both at the time of receipt of the option and 
when it is exercised (Collectors’ Mimeograph No. 5732 (Supp. 1), Nov. 11, 1944) is 
inconsistent with the Court’s language in the Smith case. 

28 A recent study of market behavior of a particular 15-day stock purchase warrant, 
made by an associate of the author, indicated a definite correlation between “spread” 
and market price of the warrants. 

2° It is conceivable that the Commissioner may take this position if the market price 
of the stock decreases below the option price after the option is received. 

30D. C. Bothwell, 27 B.T.A. 1351 (1933), affirmed 77 F. (2d) 35 (C.C.A. 10th, 1935) ; 
Gordon M. Evans, 38 B.T.A. 1406 (1938). 

31 Boulton v. Heiner, 3 F. Supp. 372 (D.C. Pa., 1932); Reg. 111, § 29.22(a)-1. Cf. 
Robinson v. Comm’r, 59 F. (2d) 1008 (C.C.A. 6th, 1932), in which a stockholder of 
the employer corporation sold stock to an employee at a bargain price to induce the 
employce to remain with the company. 
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paid the tax. Helvering v. San Joaquin Fruit & Investment Co.*? indicates, 
however, that his basis is limited to the amount of the option price paid for 
the stock. Application of this basis will result, in effect, in double taxation 
(once at ordinary rates and once at capital gain rates) of the value of the 
option at the time it is received. 





—VictTor E. FERRALL. 


Foreign Exchange—Tax Consequences. The rising tide of postwar 
foreign trade is a challenge to explore some of the tax mysteries of foreign 
exchange. The basic rule is that income must be expressed in terms of 
United States dollars for Federal tax purposes. With that as the goal, each 
variant of the foreign exchange problem can be approached. 

Implicit in almost every foreign exchange situation is the need for deter- 
mining whether the foreign currency (1) plays the role of property in its 
own right, i.¢e., a commodity,? (2) is merely an expedient of exchange,’ or 
(3) fulfills a hybrid function.‘ 


ForEIGN EXCHANGE AS A COMMODITY 


One who is a dealer® in foreign exchange is deemed to be buying and sell- 
ing English pounds, French francs or German marks in precisely the same 
way as the haberdasher deals in shirts, or as the jeweler deals in diamonds. 
Inventories must be taken at the beginning and end of each year. Market 
values (where inventories are valued at the lower of cost or market) are 
translated into American dollars at the current rate of exchange.® 

Where the taxpayer is an investor or trader’ in foreign exchange, rather 


32207 U.S. 496 (1936), reversing 77 F. (2d) 723 (C.C.A. 9th, 1935), and affirming 
28 B.T.A. 395 (1933). The Court refused to add the March 1, 1913, value of an 
option to buy land to the amount paid on the exercise of the option in 1916 in deter- 
mining basis of the land. It refused to accept the taxpayer’s contention that the 
land was acquired, in effect, in exchange for two capital assets, a valuable option 
and cash in the amount of the option price. The San Joaquin Fruit & Investment Co. 
case was followed in J. Gordon Mack, 3 T.C. 390 (1944), affirmed 148 F. (2d) 62 
(C.C.A. 3rd, 1945), cert. den—U.S.—(Oct. 8, 1945), in which it was held that date 
of death value of an option to acquire stock bequeathed in a will could not be added 


to option price. 


1 North American Mortgage Co., 18 B.T.A. 418 (1929). 

2 Tsivoglou v. United States, 31 F. (2d) 706 (C.C.A. Ist, 1929). 

3 Frederick Vietor & Achelis v. Salt’s Textile Mfg. Co., 26 F. (2d) 249 (Conn. 1928). 

* Joyce-Koebel Co., 6 B.T.A. 403 (1927). 

5 For a discussion of cases defining the term “dealer,” see (1945) N. Y. U. L. Q. 
Rev. 367, 371. 

6 O.D. 834, 4 Cum. Butt. 61 (1921). 

7T See note 5 supra. it should be noted that foreign exchange is a “capital asset” and 
subject to the provisions of § 117 of the Code, except in the case of “dealers.” 
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than a dealer, gains and losses are recognized, but only at such time as a final 
disposition thereof is made.* Only dealers enjoy the right to inventory,® and 
thus to reflect losses from shrinkage on their tax returns.’° This is consonant 
with the general rule that one who purchases or invests in property cannot 
realize a gain or loss from mere appreciation or shrinkage in value, prior to 
its ultimate disposition. But even an investor or speculator is not denied a 
loss due to worthlessness.'? Where an investment is payable in foreign cur- 
rency, the worthlessness of that currency may create a deduction either as a 
loss or as a bad debt. The cases do not clearly make the distinction.’? Since 
the tax effects may vary materially depending upon the particular ground 
invoked,?* the lack of consistency of rationale in these decisions is not wholly 
satisfying. 


SALE OF Goops ABROAD 


Where a taxpayer whose only place of business is within the United States 
sells goods or services to a buyer who pays in foreign currency, or where he 
receives dividends in foreign exchange, conversion is made at the rate of 
exchange as of the time of receipt.** Conversely, where an American citizen 
who is a foreign resident receives payments in United States dollars, no 
conversion is necessary.7* 


§ Canizzaro & Co., Inc., 19 B.T.A. 380 (1930), where no loss was allowed on Italian 
lire bought for the purpose of purchasing merchandise, and then sold in the year follow- 
ing the taxable year when the merchandise purchase did not materialize. The loss was 
held deductible only in the year the lire were sold. 

®O.D. 834, 4 Cum. Butt. 61 (1921). “In practice, there have been exceptions made 
under recent disturbed conditions abroad.” 2 Mertens, Law or FEepERAL INCOME TAXA- 
TION (1942) § 16.04, n. 32° “Nor is it permissible for one not a dealer in foreign exchange, 
to inventory unconverted foreign money on hand at the close of the taxable year.” 
2 MERTENS, Op. cit. supra, § 16.26 at page 547. 

10 Tsivoglou v. United States, 31 F. (2d) 706 (C.C.A. Ist, 1929) ; Haviland v. Edwards, 
20 F. (2d) 905 (C.C.A. 2d, 1927); Hugo F. Urbauer, 7 B.T.A. 846 (1927) ; Theodore 
Tiedemann & Sons, Inc., 1 B.T.A. 1077 (1925). 

11 C. M. Howell, Adm., 21 B.T.A. 757 (1930), pet. to review dismissed, 59 F. (2d) 
1053 (C.C.A. 8th, 1932). The Howell case followed Louis Stern, 5 B.T.A. 870 (1926) 
where the loss was allowed on the ground of “substantial worthlessness” when during 1923 
the market value of 569,000 German marks declined from $78.52 to “$.000,000,132,008.” 

12 Losses on bonds of the Imperial Russian Government payable in rubles were held 
deductible in 1920 as “bad debts,” the Board of Tax Appeals refusing to distinguish 
between bad debts and losses on the theory that the former was adequate to sustain the 
deduction. Samuel Bird, 4 B.T.A. 259 (1926) ; Murchison National Bank, 1 B.T.A. 617 
(1925). 

13 In John B. Lewis, 19 B.T.A. 997 (1930), the Board sustained the Commissioner who 
argued that credits payable to the taxpayer in German marks should be deducted in 
their entirety in 1922 and not as a partial bad debt, “whether one chooses to ticket them 
as ‘bad debts’ or as ‘losses.’” Said the Board: “The depreciation of the mark had 
reached tremendous proportions, apparently without hope of recovery, and we see no 
reason for a further deferment of the charge-off.” 

14 Frank W. Ross, 44 B.T.A. 1 (1941) ; O.D. 419, 2 Cum. But. 60 (1920). 

150.D. 459, 2 Cum. Butt. 60 (1920). 
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Where a branch office of the taxpayer buys and sells merchandise in a 
foreign country, conversion of net current assets at the current rate of ex- 
change is proper.** In a cogent opinion, the court sustained this procedure 
in Frederick Vietor & Achelis v. Salt’s Textile Mfg. Co.,’" by hurdling the 
intervening effects of foreign exchange and by tying the assets in France 
directly to the American dollar.* This decision recognized the factor of 
foreign exchange under the facts involved as having no more significance tax- 
wise than a mere language difference.’® 

In a special ruling,?° the Treasury Department has indicated the proper 
tax treatment in the case of a domestic corporation operating a London 
branch. Total profits must be computed in pounds sterling. Amounts re- 
mitted to the home office should be converted at the rate of exchange at the 
time of remittance, and the balance, if any, at the year-end exchange rate. 
I°xchange fluctuations affecting profits remitted after the close of the taxable 
year are, no doubt, intended to be reflected in the year of remittance. 

Another ruling?" explains the apparent distinction between the permissible 
“inventorying” of current assets and liabilities as illustrated in the Vietor & 
-Ichelis type of case and the forbidden recognition of so-called shrinkage in 
cases like Louis Rocssel & Co., Ltd.2* The varying treatment is ascribed to 
the difference between a home office and its foreign branch on the one hand, 
and, on the other, a domestic corporation and its foreign subsidiary. In the 
first instance, reasons the ruling, there is but a single taxable unit, while in 





16 See A.R.R. 15, 2 Cum. Butt. 61 (1920). 

17 26 F. (2d) 249 (Conn. 1928). 

18 The court said: “the defendant corporation was not dealing in francs. It was deal- 
ing in merchandise; it was dealing with Frenchmen, and ‘its business requirements 
dictated the use of the French language and Freneh currency. But its profits and its 
losses registered, not in francs, or sheep, or wampum, but in dollars. Whatever it had in 
France it drew from America, and unless it gave back to America more than it drew, it is 
idle to speak of profits.” Jd. at 255. 

19 Jbid.: “I regard, then, the valuation of these assets in terms of dollars, not as the 
inventory of francs or accounts receivable. If a French debtor. owed 100,000 francs to 
the defendant at the end of the year, the transmutation of these francs into dollars was 
but the translation of French into English.” 

Professing some puzzlement with respect to this decision, Mr. Mertens essays the 
following explanation: “It is difficult to reconcile the Court’s allowance for losses which 
resulted from shrinkage of accounts receivable and money deposited in foreign banks, 
with the principle that no loss is sustained from mere shrinkage. Perhaps the rationale 
of the decision may be found in the fact that refusal to convert the assets into dollars at 
the end of the year would have resulted in the company’s payment of a tax on a ‘fictitious 
income,’ whereas in the case of a purchase of foreign money followed by a shrinkage in 
value, but unaccompanied by a sale and therefore without realization of loss, the courts 
are not concerned with ‘fictitious income.’” 5 MERTENS, op. cit. supra note 9, § 28.82 at 
page 291. 

20 O.D. 550, 2 Cum. Buti. 61 (1920). 
21 G.C.M. 4954, VII-2 Cum. Butt. 293 (1928). 
222 B.T.A. 1141 (1925). 
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the second there are “separate and distinct entities.” Such a distinction, 
while technical, does not seem altogether unreasonable. 


PURCHASE OF Goops ABROAD 


In Joyce-Koebel Co.,”* the taxpayer contracted to purchase diamonds in 
I:ngland with the price payable in pounds sterling. It could have paid for 
the goods in pounds sterling by buying sterling at the then prevailing rate, or 
by establishing credit and paying later. The taxpayer chose in numerous in- 
stances to avail itself of the credit extended. The court was faced with 
several perplexing questions arising out of these seemingly routine trans- 
actions, because the value of the pound sterling fluctuated in terms of the 
American dollar between the time of purchase and the time of payment. 
On what basis was the cost of goods purchased to be reflected? Was there 
any gain or loss realized on the fluctuations in foreign exchange? On what 
basis were accounts payable in sterling to be valued ? 

The court analyzed the transactions into their components. “In any event 
the cost of goods must be arrived at by reducing sterling to dollars at the 
rate of exchange prevailing on the date of purchase.” ** Having thus excised 
from the purchase all the effects of any fluctuations in foreign exchange, the 
gain or loss on sterling fluctuation became an independent transaction. Under 
such circumstances, the company was held to be “investing or speculating in 
foreign exchange.” The vagaries of currency fluctuation, moderate or 
extreme, should not be allowed to distort the cost of goods. A similar rationale 
was employed in an earlier case*> where exchange was first purchased and 
later used to purchase goods. There, too, the gain or loss on the “investment 
in exchange” was divorced from the cost of merchandise which was held to 
be the value of the exchange at date of purchase.?° Thus, where a purchase is 
made on credit and the price is payable in a foreign currency, the cost is 
fixed by conversion at the exchange rate prevailing on the date of purchase, 
and any fluctuation between that date and the date of payment is a gain or 
loss from “speculation” in foreign exchange. 

On the remaining issue in the Joyce-Kocbel Co. case, as to the right of 
the taxpayer to value accounts payable in sterling by converting balances at 
the end of the year into dollars at the year-end exchange rate, the Board 
summarily denied “making an inventory item of such accounts.” ** 


236 B.T.A. 403 (1927). 

“4 But see O.D. 489, 2 Cum. Burt. 60 (1920). 

25 Bernuth Lembcke Co., Inc., 1 B.T.A. 1051 (1925) ; cf. James A. Wheatley. 8 B.T.A. 
1246 (1927). 

26 A similar conclusion was reached in Max Sarfert, 5 B.T.A. 977 (1926) where 
German marks were purchased with which to buy German goods but sold when the 
vendor offered -to sell only for dollars. The loss was allowed on the theory of “separate 
and distinct transactions.” Mr. Mertens infers from the Sarfert case that if the purchase 
contract provided for additional payments due to exchange fluctuation, the trans- 
actions would be inseparable. 5 MERTENS, op. cit. supra note 9, § 28.82, n. 29 at page 290. 
Cf. Canizzaro & Co., Inc., 19 B.T.A. 380 (1930). 

27 Louis Roessel & Co., Ltd., 2 B.T.A. 1141 (1925). 
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BorROWING ForREIGN CURRENCY 


The mere borrowing and repayment of foreign exchange cannot give rise 
to recognizable gain or loss, any more than the loan and return of an auto- 
mobile, or a bushel of wheat. Although the economist may perceive gains 
and losses flowing from interim fluctuations in relative currency values, the 
tax law sees only the borrowing of a commodity and its ultimate return, a 
transaction utterly lacking in tax significance.2* While the Commissioner 
has on several occasions challenged this proposition, the Tax Court has 
consistently defended it.2° No better example may be found than the fol- 
lowing exerpt from North American Mortgage Co. :*° 


It will not do to whipsaw the taxpayer by computing the original loan in 
dollars when guilders were high and then using the depreciated guilder at 
the time of repayment to find a gain. The fact that when repaid the $445,000 
could buy more guilders in 1920 than in the earlier years of loan is no more 
significant than if more commodities could be bought with it. The measure 
of income is the United States dollar and not the foreign money which at a 
given time it may be used to buy. 


Again, it is not material that the taxpayer’s books reflect gain or loss on 
borrowings of this kind, it being well settled that mere bookkeeping entries 
cannot create profit or loss.** 

If this doctrine appears inconsistent with the Vietor & Achelis rule, a 
reconciliation is not too difficult. In the borrowing cases, taxpayers were 
acting with reference to a commodity. In the sale case, the taxpayer was 
operating a foreign branch and endeavoring to express its profits and losses 
in United States dollars. There, the foreign exchange was merely a medium, 
not the subject, of the transaction. Thus profits and losses were measured 
in dollars, the standard for computing our income tax. 


BLOCKED CURRENCIES 


A feature of current international finance has been almost universal cur- 
rency export restrictions. These restrictions have taken the form of out- 
right denial of enjoyment, and of limitations on the right of withdrawal ex- 
cept for investment in specified securities, on the right to export currency 
from the country, and on the amount to be withdrawn in specified periods. 

Taxpayers have maintained that this “blocking” of currency has been an 
economic detriment and that it should be recognized for tax purposes. The 
courts have been inclined to favor this contention, but without laying down a 
blanket rule to cover all cases. In calculating income, taxpayers have been 


28 General Motors Corp., 35 B.T.A. 523, 536 (1937). 

29 The B. F. Goodrich Co., 1 T.C. 1098 (1943); North American Mortgage Co., 18 
B.T.A. 418 (1929) ; William H. Coverdale, T.C. Memo. Dkt. 3981, C.C.H. Dec. 14,659, 
P-H { 45,240 (1945). 

30 18 B.T.A. at 422. 

31 The B. F. Goodrich Co., 1 T.C. 1098 (1943). 
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permitted to introduce evidence of rates of exchange for “blocked marks,” 
“blocked pesos” or “blocked yen.” In some instances the courts have found 
the blocked currency to be utterly without value in terms of American dol- 
lars.2 In others, the theory of “economic satisfaction” has been invoked 
where the taxpayer exercised some degree of control over his restricced 
funds. In the latter cases, conversion was made at rates approximating fair 
market value as found by the Tax Court.** 


Crepit For Foreicn Taxes Paip 


In the computation of credit for taxes paid to foreign countries,** a dis- 
tinction is made between taxpayers on the cash basis and those on the ac- 
crual basis. The former convert to United States dollars at the rate of ex- 
change on the date of payment, whereas the latter use the rate current on 
the last day of the taxable year.*° Where the reserve for foreign taxes paid 
exceeds the amount ultimately paid, only the latter amount is allowable.** 

Section 131(f) of the Code provides for a credit for foreign taxes paid 
by a foreign corporation from which the taxpayer receives dividends. The 
Board has held that the controlling rate of exchange is that prevailing on 
the date of declaration of the dividend, not the rate current at the time of 
payment by the foreign corporation.** 

Since the statute provides that the credit for foreign taxes is allowable 
only if there is income from the foreign country, no credit is allowed to a 
taxpayer whose foreign branch operates at a loss after conversion to United 
States dollars at current rates.** This rule, reminiscent of the Vietor & 
Achelis rationale, applies even though there may be a profit in terms of the 
foreign currency. 

One thread of continuity appears through the various aspects of the for- 
eign exchange problem. If the foreign currency is the subject of the trans- 
action, the tax treatment is that of any other transaction in a commodity. 
If, on the other hand, the foreign currency is merely a medium for the trans- 
action, that currency must be immediately translated into dollar values. In 
the complex transactions where the foreign currency serves as both subject 
and medium, a segregation of its two functions is a prerequisite to the tax 
result. 

—Burton L. SHEPARD 


32 International Mortgage & Investment Corp., 36 B.T.A. 187 (1937); United 
Artists Corporation of Japan, T.C. Memo. Dkt. 272 C.C.H. Dec. 13,990, P-H 44,210 
(1944) ; cf. Helvering v. Tex-Penn Oil Co., 300 U.S. 481 (1937). 

33 Edmond Weil, Inc. v. Comm’r, — F. (2d) — (C.C.A. 2d, July 19, 1945); 
Phanor J. Eder, 47 B.T.A. 235 (1942), rev’d on other grounds, 138 F. (2d) 27 (C.C.A. 
2d, 1943) ; Credit & Investment Corporation, 47 B.T.A. 673 (1942). 

#47 22.C. 9 131. 

355 MERTENS, Op. cit. supra note 9, § 33.20 at page 586; Mead Cycle Co., 10 B.T.A. 
887 (1928); D. E. Brown, 1 B.T.A. 446 (1925); Chester D. Griesemer, 10 B.T.A. 386 
(1928) ; I.T. 1645, II-1 Cum. Butt. 141 (1923). 

36 W. J. Burns, 12 B.T.A. 1209 (1928). 

37 Bon Ami Co., 39 B.T.A. 825 (1939); 5 MERTENS, op. cit. supra note 9, § 33.14 at 
page 581. 

38 G.C.M. 4969, VII-2 Cum. Butt. 269 (1928). 
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Ability To Pay 


ALFRED G. BUEHLER 


A SLOGAN popular for centuries in tax discussions has been the phrase 
“ability to pay.” It suggests that there is an ability to pay taxes that can be 
determined and that tax burdens should be shared according to the abilities 
of the taxpayers as they are measured by a specified or implied standard. 
The slogan has served as a goal in regulatory as well as in revenue taxa- 
tion. While it is one of the most frequently proposed guides to equitable 
taxation, it is also one of the most elusive. Like such popular slogans as 
“social security” and “full employment,” it suggests a program of action 
with sufficient vagueness that almost everyone, if he can define the term 
in his own language, will feel that he can endorse it. To many persons 
ability to pay is synonymous with justice in taxation. When one attempts 
to define it, he encounters a task as difficult, indeed, as the definition of 
such concepts as “truth,” “beauty,” and “justice.” 

Some regard ability to pay exclusively as a principle of personal taxa- 
tion, others relate it as well to the taxes paid by business entities. Attempts 
have been made to measure ability in terms of the pain or sacrifice caused 
by taxation, others have resorted to such objective tests as net income, 
property, or consumer expenditures, and still others have endeavored to 
discover objective factors that would also reflect the subjective nature of 
ability. Many writers have maintained that those with incomes below the 
subsistence level have no ability to pay taxes, others that all persons 
have an ability to pay. Some writers have referred to “general ability,” 
others to “special ability.” 

A term so variously employed as ability to pay necessarily lacks a 
universally accepted meaning. As this article will indicate, however, 
there has been a growing tendency to relate ability to the net income 
of the taxpayer and his economic responsibilities. It should be regarded, 
in the opinion of the writer, as an attribute of a natural individual (not 
of a business entity) which reveals the relative availability of his personal 
economic resources as a basis for contributing to the support of govern- 
ment, at a given time. The ability of an individual to pay taxes can 


ALFreD G. BUEHLER is Professor of Public Finance in the Wharton School of Finance 
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probably best be measured by his net income, after allowing for his 
economic obligations, in comparison with the net income of other indi- 
viduals and their obligations.* 

It is easier to propose this short definition of ability to pay than it is 
to show precisely what the definition involves. As with the effort to 
define cost of service, benefits, the effects of taxes, and other standards of 
tax justice, the exercise of judgment is demanded. Ability to pay is not, 
in the writer’s opinion, adequate as a principle of taxation, but it does 
suggest one important concept of tax justice. Those who criticize ability 
to pay because its measurement and application are problems in judg- 
ment, are inevitably compelled to offer some other guide to tax policy 
which also calls for the making of judgments of what is just. 

A theory of taxation so ancient and commonly approved as ability to 
pay must have certain elements of validity. Some years ago the writer 
participated in a round table of economists, tax administrators, and others 
in which the limitations of ability to pay were roundly denounced. Some 
went so far as to suggest that the words “ability to pay” should never 
be uttered in connection with tax legislation. But after heated controversy 
it was apparent that ability to pay still possessed much vigor, that it had 
many ardent supporters, and that it was not yet ready for burial. One of 
those who scored its theoretical and practical weaknesses conceded, under 
questioning, “Practically, politically it may be necessary to come back to 
ability to pay simply because people understand it.” * 

The problem of judgment, of establishing and applying standards of 
justice in taxation, as previously stated, eannot be avoided by rejecting 
ability to pay. As an illustration, one might cite Professor Simons’ 
devastating attack on ability to pay as a confusing, impracticable principle. 
He proposes that instead of attempting to follow that will-o’-the-wisp, 
society should set about, through taxation, to accomplish a more equal 
distribution of income. He admits, however, “The case for drastic pro- 
gression in taxation must be rested on the case against inequality—on 
ethical or aesthetic judgment that the prevailing distribution of wealth 
and income reveals a degree (and/or kind) of inequality which is distinctly 
evil or unlovely.” * 


1 Another writer has stated, “In brief, ability as a basis of taxation involves the 
relations of one’s economic wealth to his personal and collective wants compared with 
the similar relation of every member of the State.” STEPHAN F. WeEsTON, PRINCIPLES 
oF Justice In TAxaTIon (1903) 174. 

2 See the discussion of ability to pay by various speakers in the Proceepincs of the 
National Tax Association, 1940, 367-389. 

3 Henry C. Simons, PersonAL INCOME TAXATION (1938) 18-19. 
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THE EvoLuTION OF THE ABILITY THEORY 


Whether one regards ability to pay as merely a myth which is common 
to all peoples or as an ideal toward which society should strive in taxa- 
tion, he will not understand the theory of ability to pay without a study 
of its evolution. One finds the early rudiments of ability to pay in some 
of the writings of ancient scholars, in some of the practices of ancient 
taxation, and in the earlier financing of theocratic States. Tithing and 
contributions of service and wealth, under some conditions at least, imply 
a recognition of ability to pay. Progressive taxation, which today is 
regarded as the inevitable application of ability to pay, was, of course, 
virtually unknown and taxation was probably largely a practice of 
expediency. 

Manu, the Indian lawgiver of the thirteenth or fourteenth century 
B. C., appears to have suggested a sacrifice concept of ability to pay that 
would call for progressive taxation.* He was not oblivious, however, to 
the advantages of gathering taxes where they could most easily be garn- 
ered.° One might trace the philosophy of ability in occasional biblical 
references. Livy mentions the action of the Roman senate about 500 
B. C., when the poor were exempt from certain taxes which were placed 
upon the rich who were “able” to bear them. Cicero is said to have made 
wealth synonymous with faculty, or ability. The Justinian Code declared, 
“All public charges should be made in proportion to fortunes.” Herodotus 
also cites the attempt of Seostris to allow for ability in taxation in Egypt 
about 420 B. C. Seligman believed that ancient taxes indicated “a rude 
attempt to assess everyone according to his ability to bear the common 
burden, his faculty.”* One may find in ancient tax theory and practice 
a recognition of the theories of equal taxation, costs, benefits, and expedi- 
ency as well as ability to pay, but the point is that ability was already 
being accepted in some measure as a standard of justice in taxation and 
was being related to such factors as the ownership of property. 

In the medieval period tax thinking and tax practices perhaps more 
clearly revealed an intent to work toward the goal of ability. Property 
and classified poll taxes and sometimes income taxes were imposed as 
expressions of contemporary ideas of ability. Faculty, as suggested by 
the Latin, was occasionally mentioned by medieval writers and implied 
in the tax statutes. As in the ancient world, taxation was usually looked 
upon as a minor and extraordinary revenue. General property appears to 
have been regarded as the most satisfactory index of personal ability, but 


*C. C. PLeun, Intropuction To PuBiic FInANcE (5th ed., 1926) 4. 


5 Numerous references to early theories of taxation will be found Ropert Jones, THE 
NATURE AND First PRINCIPLES OF TAXATION (1914). 
® Epwin R. A. SELIGMAN, Essays In Taxation (10th ed., 1925) 3 ff. 











246 TAX LAW REVIEW [Vol. 1: 


its deficiencies were seen and efforts were exerted to tax wages, salaries, 
and other receipts from personal services, and to impose commodity 
taxes that would reach the rich who escaped from property taxation. 

In his analysis of medieval and early modern English local taxation, 
Cannan has shown that ability was significant in English legislation and 
tax theory.” It was commonly accepted, he declares, that each inhabitant 
should be taxed according to his ability or substance for the support of 
local public functions. Taxpayers were rated according to their real 
property, and in time earnings from sources other than taxable property 
were assessed in the search for a broader basis for ability. The statutes 
concerning the care of the poor and other local services again and again 
referred to ability as the standard of taxation. 

The classified poll taxes at times employed in England and other 
medieval communities represented further efforts to arrange taxes accord- 
ing to rated abilities. This procedure was only a makeshift, since ability 
was judged with reference to such external evidences as the number of 
servants, the number of clocks, and other personal property that might 
indicate income. In time, as England needed more revenues to finance 
her wars, she sought a means of taxing the citizens on presumptive evi- 
dences of their substance and expenditure and enacted the so-called Triple 
Assessment in 1798. It was an administrative failure and was followed 
by the historic income tax of 1799, which opened to England and to the 
world, in the course of time, new vistas of taxation according to ability 
as measured by income. Presumably the income tax was adopted because 
of the revenue it promised, but it is notable that income now became a 
measure, in an important way, of the contributions that taxpayers were 
compelled to pay into the national treasury. 

Further experiments in taxation on a basis of ability may be found 
in our own colonial history, following the English precedents. As in 
ancient and other communities of a low economic development, there were 
some applications of the idea of equal taxation through head taxes. But 
individuals did not possess equal abilities, as demonstrated by the unequal 
distribution of their substance and their incomes. It was seen in early 
Massachusetts, for example, that property was not equally owned and 
the individual abilities of taxpayers were estimated with respect to their 
real property and later their income from other sources. In time income 
became more and more recognized as the measure of ability. The faculty 
of property owners was described as the produce of their estates in 
Massachusetts and that of the tradesmen as their gains. If no property 
were owned, gains or income were assessed to indicate ability. Similar 


7 Epwin CANNAN, THE History oF Locat Rates IN ENGLAND (1912). 
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faculty taxes were adopted in other New England colonies and in some of 
the colonies outside of New England.* From these early experiments a 
true modern income tax did not immediately develop, but the germs were 
there. The term “faculty” continued in Massachusetts tax legislation 
for a long period, when it was finally displaced with the term “income.” 

One might, if space permitted, trace in some detail the development of 
the ability theory in tax literature. This task has been partly completed 
by the late Professor Seligman.*® Perhaps his enthusiasm for the pro- 
gressive income tax as an application of his faculty theory led him to 
overemphasize the role played by ability to pay in tax developments and 
its validity, but his studies are very helpful to the student of justice in 
taxation, and one must attribute to Seligman a considerable influence 
in spreading the gospel of ability to pay. 

During the seventeenth and eighteenth centuries ability was discussed 
by a number of minor writers and became the first of the classic tax 
maxims of Adam Smith, who declared that the subjects of every State 
should contribute taxes “as nearly as possible in proportion to their 
respective abilities; that is, in proportion to the revenue which they 
respectively enjoy under the protection of the State.”*® Some have 
regarded this maxim as an endorsement of the benefit principle and 
others have thought it identified benefits and ability, but it seems to be 
interpreted generally as approving ability, which was to be measured, 
apparently, by gross income. Here Adam Smith presumably supported 
proportional taxation; in a subsequent statement he recommended pro- 
gression when he declared that the rich should pay more than in proportion 
to their income.” 

From the days of Adam Smith a growing number of writers have 
weighed the merits of ability as a factor in the distribution of tax 
burdens, many of them endorsing it, but there has been far from com- 
plete agreement as to its meaning and its practicability. Up to the time of 
John Stuart Mill the ability of an individual to pay taxes was usually 
related to some objective factor such as his property, consumption, or 
income. Mill was not the first to propose a sacrifice theory of taxation; 
he did, however, give it a new vogue and endeavored to state it scientifi- 
cally. He developed an equal sacrifice theory as an outcome of the 
popular utilitarian ethics of Bentham, with its goal of the greatest good 


8 For further discussion of the colonial ability taxes see Epwin R. A. SELIGMAN, THE 
IncoME Tax (rev. ed., 1914). 

® In addition to his other books previously mentioned, see his ProcGREssivE TAXATION 
IN THEORY AND Practice (rev. ed., 1908). 

10 WEALTH oF Nations, book V, chapter II, part IT. 

11 Jbid., book V, chapter II, article I. 
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to the greatest number, and the hedonistic psychology of the day. Bentham 
had stated that the best government reduced tax sacrifices to the smallest 
amount.” Mill desired to substitute for objective tests of ability the 
pain or sacrifices of individuals occasioned by taxation as the true test 
of ability, advocating taxation that would, “as far as possible, demand 
an equal sacrifice from all.” ** Mill was forced to concede the inadequacy 
of sacrifice as a subjective guide, it would seem, when he declared himself 
in favor of a tax on income spent, after exempting a minimum of subsist- 
ence, at a uniform rate. He thought that for practical purposes such 
a tax would occasion “equal sacrifice according to means.” ** 

It is not possible here to trace the sacrifice theories in their various 
applications. Some have argued that equal sacrifice would require propor- 
tional taxation of income, others, progressive taxation.** As soon as 
marginal utility analysis was accepted by economists, it was turned to 
applications in tax theory. Minimum sacrifice theories were advanced by 
various writers, including Carver, Edgeworth and others, which would 
require in their opinion steeply progressive taxes on income in order to 
work the least social injury. Both Carver and Edgeworth warned of the 
effects of excesses in progression on initiative and the dangers of going 
too far in equalizing incomes. *® 

The sacrifice theories, which were especially popular during the latter 
part of the nineteenth and the early part of the twentieth centuries, were 
the expression of utilitarian ethics, hedonistic psychology, and the princi- 
ple of diminishing utility. If the sacrifices caused by taxes to the payers 
could be measured in standard units of pain or sacrifice, it would be 
possible, if the incidence of taxes weré known, to adjust the taxes of 
individuals so they would suffer relatively equal sacrifice or the com- 
munity would suffer the minimum social sacrifice. But the efforts of 
Bentham and others to perfect a felicific calculus or a scale of units of 
disutility in definite and understandable terms that would permit measure- 
ments and comparisons were doomed to fail. The total utility of personal 
incomes and the disutility of tax payments may be measured only in 
imaginary units which do not lend themselves to neat application in tax 
practice. There is also another serious difficulty, the question of the 


12G, F. Surrras, SCIENCE OF Pusiic FINANCE (3rd ed., 1936) I, 308. 

13 Joun Stuart MILL, PriNcIPLEs oF PotiticaAL Economy, book V, chapter 2, § 2. 

14 See Weston, op. cit., n. 1 supra, at 188. 

15 Seligman presented his interpretation of the sacrifice theories of a number of 
writers in his ProGRESSIVE TAXATION IN THEORY AND PRactTIcE (1908). 

16See Carver, The Ethical Basis of Distribution and Its Application to Taxa- 
tion, THE ANNALS of the American Academy of Political and Social Science, volume VI, 
1895, pp. 77-99 and The Minimum Sacrifice Theory of Taxation (1904) 19 Por. Sc. Q. 
66-80; and F. Y. Edgeworth, Papers RELATING To Potiticat Economy (1925) volume II, 
§ V. 
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incidence of taxes. Who should and who actually does bear the sacrifice? 
The question of tax incidence must be dealt with in the application of 
any principle of tax justice. 

The economists who have accepted the principle of the diminishing 
utility of income have commonly applied it in tax theory by asking for 
progressive taxation. Professor Fagan and other economists, however, 
have questioned the validity of the principle. It is said that the utility of 
a homogeneous commodity may be subject to the law of diminishing utility 
but that this law may not apply to money, which is commonly taken as 
the unit of measurement of income as well as a medium of exchange 
and social power. Professor Fagan concludes, however, that even if the 
so-called law of diminishing utility may not be applicable to incomes and 
even if marginal utility cannot be measured satisfactorily, progressive 
taxation may be justified on ethical grounds, aside from ability to pay.” 


OBJECTIVE TESTS OF ABILITY 


Sacrifice alone is rather meaningless as a measure of the comparative 
burdens of taxation and if it is to have any validity it must be related to 
objective tests of ability that are at least roughly indicative of sacrifice. 
The sacrifice theories of taxation have emphasized the negative side of 
ability to pay because they emphasize the losses occasioned by tax pay- 
ments. The objective interpretations of ability emphasize the positive 
elements of ability because it is assumed they indicate that the individual 
can pay taxes without undue hardship. If the objective standards of 
ability are related to the relative economic status of the individual, taxa- 
tion in considerable measure becomes subjective ; but as previously stated, 
it is not practicable to translate the sacrifice of income into the pain 
suffered subjectively by the taxpayers. Those proposing sacrifice theories 
have, however, made a contribution to the theory of tax justice in stress- 
ing the necessity of a consideration of the economic situation of the 
individual. 

The wealth of the individual in early times was thought to be synony- 
mous with his ability to pay taxes. So long as his cattle, his land, and 
his other tangible property could be assessed with reasonable accuracy, 
and property was rather equally distributed, it was probably fairly satis- 
factory as an index of ability. Even in ancient times, however, much 
property escaped assessment, particularly as personal movable property 
increased. In modern times, with the rise of intangibles, the basis of 
property taxation has tended to become exclusively real estate. Much 
property has escaped taxation, that which is assessed may indicate only 


17Fagan, Recent and Contemporary Theories of Progressive Taxation (1938) 46 
Jnu. oF Por. Econ. 457-498. 
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a fraction of the resources of the owner, and the ratios of assessed to true 
values have been notoriously inaccurate and unequal. So long as the 
taxable value of property is not adjusted to allow for the economic status 
of the individual, it can hardly be said to indicate his taxable capacity. 
Thus, a man may own real estate worth $25,000 and have indebtedness 
of an equal or greater sum. He may have few or many dependents and 
other obligations. 

One can conceive of personalized property taxation that would allow 
for the comparative economic status of the individual. The tax rates, 
could, moreover, be progressive if ability is held to demand progression. 
But at best taxable property would probably show only a part of the 
taxable capacity of the owner and the inherent and universal deficiencies 
of property tax administration are such that in practice the assessments 
of property would probably be inaccurate and unequal. It may be of 
interest here to point out a well-known fact, that the burdens of property 
taxation actually tend to be regressive rather than proportional or pro- 
gressive because of the common tendency to value the smaller and less 
valuable properties closer to their market, or true, values than the larger 
and more valuable. 

Some of those who have been aware of the defects of property as a 
measure of ability have suggested that the expenditures of individuals 
for consumption would provide an ideal indicator of ability. John Stuart 
Mill, Professor Irving Fisher and others have argued that income spent 
was the closest approximation feasible to the enjoyment or psychic 
income and have therefore advocated a direct spendings tax.’* Of course 
spendings alone do not reveal the economic position of the individual and 
in fact ignore his capital. Whether income that is directed toward saving 
should be taxed is debatable, but the popular conception of ability requires 
the taxation of income, after some allowance for the subsistence of the 
taxpayer and his dependents, before savings are deducted. 

In practice, taxes imposed directly and indirectly upon consumer 
spending exempt funds diverted from consumption into saving as well 
as much spending for consumption. Unless these taxes are adjusted, 
they penalize the low income groups who must spend all or nearly all of 
their incomes to exist and favor the upper income groups who devote 
much of their incomes to saving. A direct, personalized tax might 
theoretically be imposed upon individual spending at progressive rates. 
It is so difficult to determine the spending of each individual, however, 
that governments have shown no very serious purpose to undertake an 
experiment which, for its success, would demand the fullest coopera- 
~T8 See Irvinc FisHeR AND Herpert W. FisHER, Constructive INCOME TAXATION 
(1942). 
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tion of the taxpayers. If an expenditures tax is collected indirectly, as 
it must be in practice, it is not known when it is taken from the manu- 
facturer or the merchant what the economic status of the individual is 
who immediately or ultimately purchases the taxed commodity. Con- 
sumption taxation is impersonal and must ignore the taxpaying ability of 
the individual. 

Where luxuries can be singled out for particularly high rates of taxation 
some degree of progression may be introduced, if that is held to be 
desirable. But luxuries are difficult to define and to tax, and many dis- 
couraging difficulties are encountered. Luxury taxes do not ordinarily 
supply great revenues to governments, moreover, and are not highly 
attractive as revenues. Only objects of universal consumption, such as 
tobacco, gasoline, and alcohol, yield much revenue. 

Both property and consumption are defective as measures of ability. 
They may indicate an ability to pay taxes but they fail to define it in a 
relatively personal manner unless complicated adjustments are added 
that are impracticable of application. This is not to say that the taxation 
of property and consumption may not be warranted. In fact, social and 
economic considerations, as well as revenue requirements, may call for 
taxation. 

In spite of its weaknesses as an index of ability, the net income of 
the individual, after allowances for his personal economic status, has 
come to be regarded popularly and by many tax students as the most 
satisfactory measure of ability. The history of taxation has shown a 
tendency to look beyond property and consumption for taxable objects 
that more adequately reveal taxable capacity and the net income tax has 
resulted from this quest for more revenue and for revenue from sources 
not included in assessed property or expenditures for consumption. Of 
all our taxes, that upon net income, which is a direct impost and not 
substantially shifted, is best adapted to adjustments to allow for subsist- 
ence and economic responsibilities. Popular theories of ability have been 
identified so closely with net income taxation that one might, indeed, 
substitute the words “net income” for the words “ability to pay.” 

It is now almost universally recognized that net, rather than gross, 
income should be taxed if individual economic status is to be considered. 
It is true, of course, that the concept of net income for taxation is 
difficult of definition, that there are many differences of opinion over 
the definition, and that the concept is in the process of evolution. Even 
this objective test of ability is, in practice, somewhat elusive, both because 
of the complications of definition and the problems of tax administration. 
No doubt there is considerable evasion and there are many inequalities 
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in the taxation of net income. In spite of its faults, however, net income 
appears to be the most suitable measure of ability that is available.” 

To assure its maximum validity as an index of ability, net income 
should be employed with certain qualifications. The entire net income 
of the taxpayer from all sources and areas should be considered, other- 
wise only a fraction of his ability will be known. This raises questions 
of jurisdiction and administrative complications, but it appears to be 
essential. It is assumed that allowances are also necessary for subsistence 
for the taxpayer and his dependents. Some persons would tax all incomes, 
no matter how low, on the assumption that all persons with incomes have 
some ability. They argue that the cost of supporting the State is a 
necessary expense for all individuals which is prior to outlays for the 
self-preservation and that taxes should be paid to the State before other 
obligations are met. The proposition may be, and often has been argued 
the other way, that the existence of the individual is necessary for the 
existence of the State and that individual needs are prior to the collective 
needs. In this discussion there is probably a confusion of thinking, an 
effort to compromise revenue demands, the duty to pay taxes, and the 
purpose to accomplish what a given person thinks to be a just distribution 
of tax burdens. 

From the standpoint of the State, there would appear to be little reason 
for taxing subsistence incomes because this will further depress the 
condition of the very poor and increase the demands upon the State for 
welfare and social expenditures. Subsistence can be taxed in the short 
run to raise revenues, but in the long run such taxation will tend to be 
shifted as population declines because of increased illness and a higher 
death rate, unless the State intervenes to prevent this result. Out of social 
considerations in the more advanced countries it is customary to exempt 
at least a small minimum of income. Administrative difficulties en- 
countered in efforts to tax the smallest incomes and political resistance to 
taxation are also important. Where it is recognized that those with 
incomes at or below the subsistence level have no real ability to pay taxes, 
complications will arise in the determination of the subsistence income to 
be exempt. 

The source of the income may affect its regularity, its permanency 
and its amount, and therefore the ability to pay taxes. There is a wide- 
spread conviction that income from wages, salaries and personal efforts 
is more precarious than income from investments and that the recipients 
have less ability than those who live on interest, rentals and dividends. 
On the other hand, investments always involve some risk, at times a great 


19 For a discussion of net income as a measure of ability see JostAn STAMP, THE 
FUNDAMENTAL PRINCIPLES OF TAXATION (1936) chapter II. 
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deal, and the income from investments may also be uncertain. Various 
expedients have been devised to separate so-called earned income from 
unearned or investment income, with a view to treating the earned 
income more leniently, but serious difficulties of definition have arisen. 
Practically, it may be more important to consider the amount and the 
regularity of the income. 

With a progressive personal income tax, there is a pronounced tendency 
to tax investment income, in general, at higher rates than earned income. 
The larger personal incomes are, the bigger as a rule is the portion that is 
derived from investments. The income in the higher brackets is likely 
to be investment income, and where this is true, it is automatically taxed 
at higher rates. Thus, in a rough manner the income tax does discriminate 
commonly against income from investments. 

Progressive tax rates also penalize the more irregular incomes that 
may be concentrated in particular years, with the result that a larger 
total tax is paid in a given period than would have been paid if the income 
flow had been regular. This may burden fluctuating and uncertain incomes 
seriously that come from personal efforts and investments in new and 
risky ventures. Personal ability, as indicated by net income, would be 
measured more accurately if the net income were averaged over a period of 
several years so that the peaks and valleys would be allowed for in the 
effective tax rates. A five-year averaging period for net operating losses 
is now permitted to corporations and unincorporated businesses. It would 
seem equitable to permit individuals, at their discretion, to ask for the 
benefits of income averaging over a period at least as long. This could 
be accomplished by allowing credits or refunds to those who had been 
overtaxed and who requested them. Other ways of averaging have been 
proposed, such as the carry-over of unused exemptions and credits pro- 
posed by labor organizations. Complications are involved, but it seems 
desirable that an optional averaging be allowed because the net income 
of a single year is an unreliable index of economic ability when the 
income is variable.*° 

By those who look upon net income as a measure of ability it is conceded 
that the amount of net income in the taxable period affects the ability. 
Some persons, now a minority, have thought that ability to pay is pro- 
portional to net income; others, now a majority, are convinced that 
ability increases at a faster rate than net income and that progressive tax 
rates are demanded. The marginal utility principle, as indicated previously, 
has been interpreted by many economists to mean that as income increases 
its marginal utility to an individual ordinarily diminishes. Whether or 

20 For further discussion of income averaging see Harotp M. Groves, Propuction, 
Joss, AND TAxEs (1944) chapter IX. 
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not this conclusion be accepted, the fact seems to be inescapable that no 
method is available to determine the marginal utility of income and the 
disutility of taxes on income. 

It has been suggested by Seligman** and others that the advantages 
of securing an income multiply faster than the income itself, and the 
progressive expansion of the ability to produce an income is held to justify 
progressive tax rates on net income. To uphold this conclusion it is 
necessary to demonstrate that there is a law of increasing returns on 
capital and energy of general applicability. Such a tendency may 
be evident under particular circumstances, but there is no proof that it 
obtains generally. It has long been a tenet of economic theory, in fact, 
that after a certain point is reached in the investment of labor, capital 
and the other factors of production, diminishing rates of return will 
set in with the existing techniques of production. No doubt there is a 
general tendency for the advantages of securing an income to increase 
up to a certain point as the income increases, but it does not follow 
that those advantages rise progressively. It would appear, indeed, that 
they might increase faster than income under certain conditions, in pro- 
portion with income under other conditions, and more slowly than income 
under still other conditions. In short, the ability to produce income 
varies with numerous factors, and because this ability is so variable 
it is not practicable to establish a scale of progressive tax rates upon it. 

Neither on the consumer spending side nor on the production of income 
side does ability to pay provide a clear and definite basis for the progressive 
income tax. The prevailing social ethics, consider it just to levy such a 
tax; progression raises substantial revenues; the effects of moderate 
progression, at least, upon the taxpayers and society do not appear to be 
highly injurious and may, indeed, be considered desirable, depending upon 
the point of view. It is a statement of fact that progressive income taxes 
are employed and they will probably remain because the groups in control 
of society consider these taxes to be equitable. 

Looking at the problem of the relationship between ability to pay 
and progressive income taxation, it may be said that many persons 
have thought that ability to pay has required such taxation. Perhaps 
this is a rationalization. That is, those demanding the progressive 
application of ability start out consciously or subconsciously in their 
thinking with the proposition that progressive taxation is desirable and 
assume, without question, that ability demands progression. Some persons 
who prefer progression undoubtedly employ ability to pay as an excuse 





21 Epwin R. A. SELIGMAN, PROGRESSIVE TAXATION IN THEORY AND Practice (1908) 
291. 
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for it and hide the real reason, which may be political expediency, the 
desire to equalize incomes or some other factor. 

The careful student of ability and the income tax will probably admit 
willingly enough that the definition of net income, the tax rates and the 
other features of the tax have in the past been in large measure the 
products of fiscal and political expediency. There has been exercised 
also some judgment of the social effects of the tax and some judgment 
as to what is just, but it has not been feasible to apply scientifically a 
flawless principle of ability to pay. 


Business TAXES AND ABILITY 


Ability to pay has thus far been discussed as a principle of personal 
taxation applicable particularly, if at all, in net income taxation. Many 
persons have confused personal ability with the capacity of corporations 
to pay taxes. Corporations and other business entities involving an 
association of individuals joining in a venture cannot possess ability in 
the same sense as individuals. They are only associations of individuals. 
The incomes of the individual owners are not indicated by the income of 
the business or its investment. Perhaps the numerous references to 
ability as a principle of business taxation are founded on the erroneous 
assumption that there is a universal tendency for the rate of productivity 
on capital investments to increase as the investment accumulates. It is 
desired to find some basis for applying progressive taxation to businesses 
and it is argued that the larger concerns have more ability and should 
pay a higher rate of tax. 

If, by a stretch of the imagination, one may assume that business 
entities have a capacity to pay taxes distinct from the abilities of the 
owners, this capacity is an impersonal capacity which is difficult to define. 
The amount of the owners’ investment does not necessarily indicate a 
capacity to pay taxes because it does not show the rate of the return on the 
investment, the net profits or losses, and other variable and important 
factors. If net income over a period of years is taken as the measure 
of the capacity of a corporation or other business association, as it some- 
times is in theory and practice, this again disregards the rate of return. 

It would seem that the most satisfactory yardstick of the assumed 
capacity of an enterprise to pay taxes would be the raie of the return 
on the investment, averaged over a term of several years at least. The 
ventures with the highest sustained rates of return could then be taxed 
at the highest rates. It would be necessary to average the rates of return 
over a period of years to avoid penalizing concerns with fluctuating 
incomes. Like a true excess profits tax, this tax would require a valuation 
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of business investments in order that the rates of return upon them could 
be ascertained. In view of our discouraging experience with excess profits 
taxation, the practicability of valuing investments as a basis for equitable 
taxation is very questionable, and taxation according to rates of return 
is a development that would require the refinement of existing crude 
techniques. 

The arguments for the progressive taxation of corporate income com- 
monly confuse personal ability with corporate capacity and assume that 
because progressive personal taxation seems justifiable the progressive 
taxation of corporate income is also defensible. Such taxation penalizes 
the larger income corporations and may be proposed as a blow to bigness 
in business. Corporate income taxes appear to rest substantially upon the 
owners of corporations because of obstacles to shifting them, and all of the 
owners are taxed at the same rate without allowances for variations in 
their personal economic situations. Clearly such taxation violates the 
idea of personal ability, and if some of the tax is shifted to consumers 
or other groups, they too are taxed indiscriminately without regard for 
their circumstances. The taxation of corporate income is warranted but 
it must logically be based upon other principles. 


ABILITY IN TAx SYSTEMS 


Several subjective and objective interpretations of ability to pay have 
been noted and their applicability in taxation has been briefly appraised. 
As this discussion has indicated, there are numerous theories of ability, 
not one. There has been active controversy over every interpretation of 
ability. Ability to pay has been advanced not only as a revenue principle, 
but also as a principle of regulatory taxation. Thus Adolph Wagner, 
the German economist, thought that ability to pay had validity only as 
it was combined with efforts to secure a more equal distribution of wealth 
and income.”*? When President Franklin D. Roosevelt attacked the con- 
centration of individual and corporate wealth and income in his message 
to Congress of June 19, 1935, he argued that progressive personal and 
corporate taxation was required because of the benefits and ability that 
were reflected in the larger individual and corporate incomes and indi- 
vidual estates. Here ability was identified with a program to limit con- 
centration. 

In view of the various meanings attached to ability to pay it is not 
strange that some persons have found it meaningless. However, the 
evolution of the ability concepts indicates a rather common agreement 
upon the requisites of taxation according to the net income of the indi- 





22 ApoLPH WAGNER, LEHRBUCH DER POLITISCHEN OEKONOMIE (1890) Theil II, 381-5. 
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vidual, after allowances for his economic circumstances, at progressive 
rates. The attempts to apply ability in business taxation confuse individual 
with corporate ability or otherwise define it illogically. The ability theories 
fail to indicate what the scale of rate progression should be. This is plainly 
a matter of good judgment, involving consideration of the effects of taxa- 
tion, revenue requirements and other relevant factors. 

The personal income tax lends itself most advantageously to the idea 
of progressive taxation according to economic circumstances. Property 
and consumption taxes tend to be regressive in their effects as they are 
generally collected. Death and gift taxes can be imposed with a regard 
for the concept of progressive taxation, but as they are administered 
they are not correlated with the net income of the individual and his 
responsibilities. If all our revenues could be collected through a single 
personal progressive income tax levied by the federal government, the 
tax system could be arranged to have a definite progressive tendency. 
Thus far governments have required a diversity of revenue sources and 
the proposals for a single income tax of this nature are utopian at 
the present stage of human development. 

As taxes have been imposed in recent years in the United States, the 
progressive income, death, and gift taxes have had a tendency to lay 
progressive tax burdens upon the population that must pay them. Among 
the lowest income groups, the payment of various consumption and other 
taxes shifted to them has placed regressive burdens upon them. The 
result is that there has been a crude progression upward among the lower 
middle, middle, and upper income classes but the progressive principle 
seems to have been violated for the lowest incomes and there are numerous 
inequalities in tax burdens as among the various taxpayers.** Some 
economists have prophesied that the tax system can, at most, be only 
proportional in its burdens because of the practical limitations to the 
application of progression. Others are more optimistic and anticipate 
gradual progress toward their goal of a progressive tax system through 
the increasing use of progressive personal income, death, and gift taxes 
and the relegation of the relatively regressive, but fiscally important, 
commodity and property taxes to a position of lessening importance. 

Our purpose here has been to indicate in a broad way the meaning and 
applicability of ability to pay in taxation. Vague and immeasurable as 
ability may be, however irrationally it has been proposed as a goal or as 
an excuse for taxation, it has had a very considerable influence upon taxa- 
tion in theory and practice. It is plainly inadequate to explain much 
~ 23 See the studies for the Twentieth Century Fund under the direction of Carl Shoup, 
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modern taxation which must be accounted for with reference to expediency, 
benefits, social policy, the effects of taxation, or some other factor. 

During the last decade there has been a noticeable tendency to place 
an increasing emphasis upon the economic and social effects of taxation 
because of a growing realization of the deficiencies of ability and other 
concepts of tax justice, the urgency of depression and wartime problems, 
and the reforming tendencies of the New Deal social revolution. Taxes 
for regulation have become more important in the minds of some econo- 
mists and leaders than taxes for revenue. It is more widely recognized, 
moreover, that all taxes, wittingly or not, do have economic effects and 
that their effects should be weighed in their use for revenue and regulation. 

Taxes are now being proposed as an aid to full employment, to economic 
stability, to an expanding national income, and to other objectives. A 
broader concept of tax justice than that expressed in theories of cost, 
benefits, and ability has long been in development and is now rising in 
popularity. This is the theory that the justice of a tax depends upon its 
effects upon the entire community and not simply upon the taxpayers, 
that is, upon how its effects contribute to the economic and social goals of 
society. 

Changing theories of tax justice have not avoided the necessity for 
judgments concerning what is just and how taxes should be imposed 
to fulfill concepts of justice. We still know little about the effects of 
taxation upon the incentives of entrepreneurs, workers, and other groups 
and will know little more until the mysteries of tax incidence are explained 
and the psychological, as well as the economic, effects of taxes are more 
definitely established. We are groping for standards of justice in all 
social relations and have not yet found a definition of justice that is 
universally accepted and completely practicable. Ability to pay in its 
various forms is one of the ideas of tax justice. It is still important but 
it is also inadequate. 

Ability to pay must be supplemented by other ideas of tax justice and 
give way when it conflicts with fundamental concepts of social justice 
that require the effects of taxation to be distributed in a different manner. 
Thus, social policy, as it is expressed in tax policy, transcends ability to 
pay as an ethical standard and it becomes necessary to formulate social 
policy as a basis for tax policy. The effects of taxation upon economic 
stability, an increasing national income, the preservation or overthrow of 
existing economic institutions, and other objectives must be considered in 
judging the justice of taxation. This is not to say, of course, that the 
revenue aspects of taxation are not important. They too must be con- 
sidered and related to social policy. 




















The Premium Tax Cases 


CHARLES W. TYE 


“A nice dilemma we have here that 
calls for all our wit: And at this 
stage, it don’t appear that we can 
settle it.” 

W. S. Givsert, Trial By Jury 


the war powers, it has been said that “the commerce clause has 
become the most powerful instrument of the national government.”* 
Yet, the dilemma of the relation of the Commerce Clause of the Constitu- 
tion to the states’ taxing power over interstate commerce, which has 
existed from the time of Chief Justices Marshall and Taney to the 
present time, still remains unsettled. More specifically, the dilemma 
involves the conflict between the taxing powers and revenue needs of the 
states, and the assumed Commerce Clause protection afforded industry 
engaged in interstate commerce. Perhaps this conflict can never be 
satisfactorily resolved since, in the language of Justice Holmes, “ 
commerce among the States is not a technical legal conception, but a 
practical one, drawn from the course of business.”? But at least the con- 
flict has been brought into sharper focus than at any time in recent history 
by the revolutionary holding of the Supreme Court in the now famous 
case of United States v. South-Eastern Underwriters Association,*® that 
the business of insurance is commerce, and where conducted across state 
lines, interstate commerce. 

Accordingly, by reason of Congressional action arising out of the 
South-Eastern Underwriters case during the past year, together with the 
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3 322 U.S. 533 (1944). 


259 











260 TAX LAW REVIEW [Vol. 1: 


resultant litigation now flooding the country in the field of state regula- 
tion and taxation of foreign insurance companies,* the Supreme Court 
will probably be called upon for the first time to define the part the 
Commerce Clause itself plays in the drama of states’ power of taxation 
over interstate commerce. That is, it appears that the Supreme Court 
may have to decide whether the Congress, possessing regulatory powers 
under the Commerce Clause, may constitutionally use its permissive powers 
to sanction discriminatory state taxes otherwise violative of the constitu- 
tional protection afforded interstate commerce by the Commerce Clause, 
as interpreted by judicial decisions. The Commerce Clause may be con- 
strued as a self-operating restriction on state taxing power, requiring 
judicial intercession in restraint of the exertion of the regulatory powers 
granted to the Congress thereunder. Alternatively, the Clause may operate 
to restrain state power to the extent only that Congress chooses not to 
exercise its regulatory powers, so that affirmative consensual action by 
the Congress negatives the necessity of judicial intercession.*° This is the 
fundamental issue. 


I 


In order to comprehend the importance of the decision of the Supreme 
Court in the South-Eastern Underwriters case, which swept away the 
structure upon which state regulation and taxation of the business of 
insurance rested, it is necessary to trace briefly the history of state regula- 
tion and taxation of the insurance industry during the past century. The 
foundation was the doctrine formulated in 1839 in the case of Bank of 
Augusta v. Earle, and invoked repeatedly since then, to the effect 
that the states have the power to exclude foreign corporations from 
doing business within their borders or to admit them on such conditions 
as they see fit to prescribe. To this principle there were ultimately developed 
two exceptions, one, where the foreign corporation was engaged in the 
performance of a federal function and, the other, where it was engaged 
in carrying on interstate commerce.’ 

Neither exception was applied to the business of insurance for the 


* Litigation now pending involving the constitutionality of numerous state premium 
tax statutes, t.e., Kansas, Ohio, Oklahoma, Illinois, Indiana, Michigan, South Carolina, 
Florida, Mississippi, Nebraska, New Mexico, South Dakota, Texas and Wisconsin. 
Numerous other suits are contemplated. Regulatory statutes are under attack in several 
states. 

5 Except to resolve conflicts between state and Congressional enactments. 

6 13 Peters 519 (U.S. 1839). 

7™Pensacola Tel. Co. v. Western Union Tel. Co., 96 U.S. 1 (1877); Crutcher v. 
Kentucky, 141 U.S. 47 (1891) ; International Textbook Co. v. Pigg, 217 U.S. 91 (1910) ; 
Spector Motor Co. v. McLaughlin, 323 U.S. 101 (1944). See also Guy v. Baltimore, 
100 U.S. 434 (1880) ; Webber v. Virginia, 103 U.S. 344 (1881). 
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reason that in 1869, the Supreme Court, in Paul v. Virginia,® sustained 
the validity of a statute enacted by the Virginia legislature regulating the 
affairs of foreign insurance companies doing business in the state. In 
upholding the Virginia statute, the Supreme Court held, “ .. . that 
the statute did not offend the Commerce Clause ... ” because “ 

issuing a policy of insurance is not a transaction of Commerce.” Mr. 
Justice Field prefaced his opinion with these significant observations: 


The defect of the argument lies in the character of their business. Jssuing 
a policy of insurance is not a transaction in commerce. The policies are 
simple contracts of indemnity against loss by fire, entered into between the 
corporations and the assured, for a consideration paid by the latter. These 
contracts are not articles of commerce in any proper meaning of the word. 
They are not subjects of trade and barter offered in the market as something 
having an existence and value independent of the parties to them. They are 
not commodities to be shipped or forwarded from one State to another, 
and then put up for sale. They are like other personal contracts between 
parties which are completed by their signature and the transfer of the 
consideration. Such contracts are not inter-state transactions, though the 
parties may be domiciled in different States. . . . (Emphasis supplied)® 


The principle of law established in Paul v. Virginia became the leading 
guidepost for insurance companies during their early years of develop- 
ment; and, along with the doctrine of the right to exclude, or to admit 
foreign corporations only if certain conditions were met, established 
the pattern for state regulation and taxation of our huge insurance 
industry. In the succeeding years, the proposition that the business of 
insurance is not commerce was further vitalized and broadened by the 
Supreme Court in an unbroken line of decisions.*° For example, in 
1895, in Hooper v. California,” the Supreme Court in affirming the 
doctrine of Paul v. Virginia, said, “.. . the business of insurance is not 
commerce.” Similarly, in 1913, the Supreme Court, in upholding the 
right of the State of Montana to tax a foreign insurance company, again 
approved Paul v. Virginia and extended the rule by saying that “.. . 
contracts of insurance are not commerce at all, neither state nor inter- 
state.”?* Mindful of the established proposition that the business of 
insurance was not commerce, and probably never would be under the 


88 Wall. 168 (U.S. 1869). 

®8 Wall. at 183 (U.S. 1869). 

10 Liverpool Ins. Co. v. Massachusetts, 10 Wall. 566 (U.S. 1871) ; Noble v. Mitchell, 
164 U.S. 367 (1896) ; New York Life Ins. Co. v. Cravens, 178 U.S. 389 (1900) ; Nutting v. 
Massachusetts, 183 U.S. 553 (1902); Bothwell v. Buckbee, Mezrs Co., 275 U.S. 274 
(1927). See also Fraizer, Regulation of Insurance—Some Recent Trends (1945) 12 
INSURANCE COUNSEL JOURNAL 22. 

11155 U.S. 648 (1895). 

12 New York Life Ins. Co. v. Deer Lodge County, 231 U.S. 495 (1913). 
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doctrine of stare deciete, all of the forty-eight states proceeded to enact 
detailed regulatory and taxing statutes during the progress of the 
development of the insurance industry. At the same time, the industry 
was growing and adjusting itself to state supervision, with the result 
that the economic structure and budgetary needs of the states were, 
to some extent, dependent upon the taxes received annually from foreign 
insurance companies. That this is true is evident, when it is realized that 
annual premium taxes from foreign insurance companies alone in recent 
years exceed $123,000,000 ;** the assets of insurance companies exceed 
the sum of 37 billion dollars, or “the approximate equivalent of the value 
of all farm lands and buildings in the United States ;”** and the annual 
premium receipts now exceed six billion dollars—‘‘more than the average 
annual revenue receipts of the United States Government during the 
last decade.” ** 

The many cases which followed and broadened Paul v. Virginia make 
it clear that the Supreme Court was not there dealing with an isolated 
transaction of issuing an insurance policy; but, on the contrary, was 
treating the business of insurance as not commerce. This is perhaps best 
evidenced by Ducat v. Chicago*® and Philadelphia Fire Association v. 
New York*™ wherein the Supreme Court sustained otherwise discrimi- 
natory, direct and retaliatory taxes on foreign insurance companies. 
Although only the Fourteenth Amendment was involved in those cases, 
the Court observed that anything they said about the power to exclude 
and impose conditions of admission was not to be interpreted as per- 
mitting an extension of these principles to an interference with com- 
merce among the states. These principles were recently reiterated by 
the present Supreme Court in Lincoln National Life Insurance Company 
v. Read,** in which the Court specifically stated that the Commerce Clause 
was not involved. Accordingly, at the time the South-Eastern Under- 
writers case was decided, it was clear that the decisions prior thereto 
applied to the insurance business as such, and not merely to the isolated 


18Strate Tax Corrections (U. S. Bureau of Census, 1943) 8 , cited by Justice 
Jackson in his dissenting opinion in the South-Eastern Underwriters case, at 590, n. 10. 

14 322 U.S. at 540. 

15 bid. See Scheufler, Insurance Taxation in the State Economy (1944) Proc. oF 
NaTIONAL Tax Assn. CONFERENCE 113. 

16 10 Wall. 410 (U.S. 1871). 

17119 U.S. 110 (1886). 

18 325 U.S. 673 (1945). For critical analysis of this phase of the problem see Powell, 
Insurance as Commerce—In Constitution and Statute (1944) 57 Harv. L. Rev.. 937, 942, 
943. See Fisher’s Blend Station v. Tax Commission, 297 U.S. 650 (1936) ; Cooney v. 
Mountain States Tel. Co., 294 U.S. 384 (1935); Union Brokerage Co. v. Jensen, 322 
U.S. 202 (1944), regarding the development of intangibles as commerce. 
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transaction of issuing a policy of insurance. It seems obvious, therefore, 
that Paul v. Virginia, and the cases following it, were overruled in the 
South-Eastern Underwriters decision, assertions to the contrary notwith- 
standing. 

However, Justice Black, by ingenious, but rather unconvincing rea- 
soning, leaves with us the inference that the principles of these cases are 
still applicable under certain circumstances. He first points out that 
in each of the prior cases, the Court’s “. . . attention was focused on the 
validity of state statutes—the extent to which the Commerce Clause 
automatically deprived states of the power to regulate the insurance 
business, .. .” and that “. . . since Congress had at no time attempted to 
control the insurance business, invalidation of the state statutes would 
practically have been equivalent to granting insurance companies engaged 
in interstate activities a blanket license to operate without legal restraint.” *® 
He states, in effect, that the principles established in these previous cases 
do not necessarily apply to the question whether the Sherman Act was 
violated. These observations, in the abstract, are no doubt true. But they 
certainly do not establish that the insurance business is interstate com- 
merce solely for purposes of prosecution under the Sherman Act or 
other acts of Congress. On the contrary, it was necessary for the Supreme 
Court to hold preliminarily that the business of insurance constitutes 
interstate commerce before the Sherman Act could be deemed applicable. 
And once it held the business of insurance to be interstate commerce, the 
full protection of the Commerce Clause as well as all general acts of 
Congress applicable to interstate commerce, became operative. 

It seems clear that the decision of the Court could not be interpreted 
that the principles of Paul v. Virginia, and the cases following it, are 
still applicable where only state laws not in conflict with any Congressional 
enactment are involved. Any such interpretation would leave the insurance 
industry in the unique, as well as anomalous, situation of being interstate 
commerce for federal purposes but not for state purposes to the extent 
Congress has not legislated on the subject. 

Mr. Justice Black attempts to prove too much by such reasoning. In 
fact, his excellent and graphic detailing of the extent and nature of our 
modern insurance operations resulting in his conclusion that the insurance 
business represents “‘. . . a continuous and indivisible stream of intercourse 
among the states, . . .” negatives his attempted earlier distinguishing of the 
Paul v. Virginia type of decision. One cannot analyze his opinion with- 
out coming to the conclusion that the majority of the Court held the 
business of insurance to be exclusively interstate commerce—a holding 


19 322 U.S. 533, at 544. 
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which is of vital concern to the states, the Congresss and the insurance 
industry as they attempt desperately to preserve the status quo of siate 
taxation and regulation of the insurance industry.”° 

Needless to say, the South-Eastern Underwriters decision exploded 
like an atom-bomb among the states, the Congress and the insurance 
industry. The doctrine of stare decisis, upon which the insurance industry 
and the states had relied for seventy-five years in shaping the intricate 
pattern of state taxation and regulation, in the last analysis, apparently 
meant very little to the four justices who were able to control the decision 
after Justices Roberts and Reed had refrained from participating.”* 

Consequently, in this very important judicial pronouncement, we 
have a majority decision decided by a minority of the full court. This 
circumstance elicited the following comment by Mr. Charles Warren: 





This decision, therefore, reverses a wise practice of the court instituted 
by Chief Justice Marshall’s court 110 years ago, in 1834, whereby the court 
then voluntarily asserted that it would not decide any case involving a 
constitutional question unless a majority of the whole court should 
concur. . 

Another point should be carefully considered as to the insurance case. If 
the four-to-three opinion delivered by Justice Black is to be considered as 
overruling the long established laws as expressed by a unanimous court in 
1869, in Paul v. Virginia... (as Chief Justice Stone in his dissenting opinion 
views the present decision so to overrule), then it should be noted that in 
the whole history of the court this is the first decision overruling any 
previous decision by justices numbering less than a majority of the whole 
court. 

Since 1789, in 155 years, there have been seventy decisions of the court 
overruling previous cases. In such decisions, the opinion of the court 
has always been concurred in by at least six justices (except in five cases 
when the decision was by five justices to four, and in one when the decision 
was by five justices to three). In other words, while in less important cases 
there have been occasionally decisions made by a minority of the court, no 
decision has ever been made by less than a majority of the full court in a 
case involving the overruling of a previous decision. (Emphasis supplied) ** 


The events leading up to this revolutionary decision of the Supreme 
Court are of unusual interest, inasmuch as the case got its start as a 


20 See Tye, The Aftermath of the S.E.U.A. Case (1945) 23 Taxes 610, for a review 
of the problems. 

21 Justice Reed probably disqualified himself because of his association with the 
prosecution when he was Solicitor General. But why Justice Roberts did not participate 
remains an unsolved mystery, and probably always will. Perhaps he felt restrained to 
again file a useless dissent which would have caused a four-to-four deadlock in the case, 
in view of his intense feeling regarding the present policy of the Court in overruling 
decisions, as recently expressed by him in Smith v. Allwright, 321 U.S. 649 (1944). 


22N. Y. Times, June 8, 1944, p. 16, col. 2-3. 
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potential criminal prosecution on November 20, 1942, in the Northern 
District of Georgia when the Federal Grand Jury (in the face of an 
unbroken line of decisions by the Supreme Court that insurance was not 
commerce, and therefore not subject to the Sherman Anti-Trust Act) 
returned an indictment against the South-Eastern Underwriters Associa- 
tion charging one hundred and ninety-eight stock fire companies, members 
of the Association, and twenty-seven individuals, officers and members of 
the Executive Committee, with a conspiracy to fix and maintain arbitrary 
and non-competitive rates on fire insurance in violation of Section 1 
of the Sherman Act, and with a conspiracy to monopolize trade and com- 
merce in fire insurance in violation of Section 2 of the Act. Rather 
than stand trial, upon which an acquittal would no doubt have resulted 
in view of the existing Supreme Court decisions that the business of 
insurance is not commerce, the defendants demurred to the indictment 
upon the ground, inter alia, that, “ ... the business of fire insurance is 
not commerce and the Supreme Court of the United States has repeatedly 
so held.” 

On August 5, 1943, the Federal District Court sustained the demurrer 
on the ground that in a proceeding under the Sherman Act the conspiracies 
charged must be in restraint of interstate commerce, and that the decisions 
of the Supreme Court established that the business of insurance is not 
commerce. The Federal District Court said: “The Supreme Court has 
repeatedly held, during a period of seventy-five years, that the business 
of insurance is not commerce.” On August 30, 1943, the Government 
filed a petition for appeal to the Supreme Court. And the states, being 
vitally interested, joined to file a brief amici curiae, in which thirty-four 
Attorney Generals of their respective states pointed out : 


The question presented is the correctness of the decision of the United 
States District Court for the Northern District of Georgia sustaining the 
demurrers of the defendants and dismissing an indictment under the 
Sherman Anti-Trust Act on the ground that the business of fire insurance 
is not commerce as this Court has repeatedly held over a period of 75 years. 

Fundamentally, however, the question involved is whether or not this 
Court will deny the right to the States to regulate and supervise the business 
of fire insurance as conducted within their borders, strike down the present 
nation-wide system of state regulation and supervision, and substitute 
centralized federal regulation and supervision in the place of state regulation 
and supervision. A reversal by this Court of its previous rulings that such 
business is not interstate commerce would bring this business under the 
Commerce Clause of the Constitution. . . . 


However, on June 5, 1944, the Supreme Court, by Justice Black— 
Justices Douglas, Murphy, and Rutledge concurring—reversed the lower 
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court and remanded the case for a trial on the merits—a trial, incidentally, 
which to date has not taken place. The Supreme Court held that the 
business of insurance is commerce, and where conducted across state 
lines, interstate commerce, and therefore within the contemplated cover- 
age of the Sherman Anti-Trust Act; and, further, that a nation-wide 
business is not deprived of its interstate character merely because built 
upon sales contracts of a local nature. The sweeping nature of the decision 
leaves little, if any, possibility that any phase of the insurance industry, 
other than activities in the state of domestication, could be deemed to be 
intrastate—particularly in view of the language of the opinion that 
multi-state insurance operations are interrelated, interdependent and inte- 
grated transactions forming an interstate business.”* 

Accordingly, it was in anticipation of the potential disrupting of state 
regulation and taxation of foreign insurance companies, that Justice Black 
made the following observations : 





And the fact that particular phases of an interstate business or activity 
have long been regulated or taxed by the states has been recognized as a 
strong reason why, in the continued absence of conflicting Congressional 
action, the state regulatory and tax laws should be declared valid. (Emphasis 
supplied) ?* 

However, it is significant that Justice Black cites with approval the case 
of Crutcher v. Kentucky,” which holds that “ . . . a state law is unconsti- 
tutional and void which requires a party to take out a license for carrying 
on interstate commerce, no matter how specious the pretext may be for 
imposing it, . . .”—a holding which is inconsistent with the above-quoted 
language, unless Justice Black was merely going to the trouble of restating 
the well-established principle that states retain police-power control and, 
within judicially defined limits, the right to tax interstate commerce where 
not in conflict with Congressional enactments. Obviously, if this was all 
the opinion implies, the states could derive little comfort from what 
otherwise appears to be a reassuring expression of judicial intent. 

In contrast to Justice Black’s optimistic outlook for the future of 
state taxation, Chief Justice Stone made the following carefully conceived 
predictions in appraising the overwhelming problems resulting from 
the Court’s decision : 

23From opinion of Justice Black, 322 U.S. 533, at 541. See also Nippert v. City of 
Richmond — U.S. —, i4 LW 4175 (Feb. 25, 1946) for an illuminating discussion by 
Justice Rutledge of the difficulty of segregating interstate transactions into separate and 
distinct local activities. 


24322 U.S. 533, at 548-9. 
25141 U.S. 47 (1891). 
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Its action is now overturning the precedents of seventy-five years 
governing a business of such volume and of such wide ramifications, cannot 
fail to be the occasion for loosing a flood of litigation and of legislation, 
state and national, in order to establish a new boundry between state and 
national power, raising questions which cannot be answered for years to 
come, during which a great business and the regulatory officers of every 
state must be harassed by all the doubts and difficulties inseparable from 
a realignment of the distribution of power in our federal system. . . .”* 

Certainly there cannot but be serious doubt as to the validity of state taxes 
which may now be thought to discriminate against the interstate commerce, 

. ; or the extent to which conditions may be imposed on the right of 
insurance companies to do business within a state ; or in general the extent to 
which the state may regulate whatever aspects of the business are now for 
the first time to be regarded as interstate commerce . . . Only time and 
costly experience can give the answers.” 


Similarly, Justice Jackson, dissenting in part referred to the unpredict- 
able future of state taxation and regulation : 


The Court’s decision at very least will require extensive overhauling 
of state legislation relating to taxation and supervision. The whole legal 
basis will have to be reconsidered. What will be irretrievably lost and what 
may be salvaged no one now can say, and it will take a generation of 
litigation to determine. Certainly the states lose very important controls and 
very considerable revenues.?? 


The fact that Chief Justice Stone and Justices Jackson and Frankfurter 
dissented does not detract from the significance of their observations, 
inasmuch as they were discussing the effect of the majority opinion on the 
future regulation and taxation by the states of the business of insurance— 
questions not directly in issue in the case. That significance has been given 
to their warnings is evidenced by the flood of equalizing tax legislation 
enacted by many of the states last year.”® 





26 322 U.S. 533, at 583. 

26a7d. at 581-2. Justice Frankfurter wrote a short dissenting opinion in which he 
concurred in Chief Justice Stone’s dissent. 

277d. at 590. Justice Jackson, Jd. at 586-587, also said: “This Court now 
is not fully agreed as to the effects of the Commerce Clause on state power, but at least 
the Court always has considered that if an activity is held to be interstate in character, 
a state may not exclude, burden, or obstruct it, nor impose a license tax on the privilege 
of carrying it on within the state, . . .” citing, Alpha Cement Co. v. Massachusetts, 268 
U.S. 203 (1925), and Cudahy Co. v. Hinkle, 278 U.S. 460 (1929). See also Cheney 
Brothers Co. v. Massachusetts, 246 U.S. 147 (1918); Ozark Pipe Line v. Monier, 266 
U.S. 555 (1925); Anglo-Chilean Corp. v. Alabama, 288 U.S. 218 (1933). Cf. Atlantic 
Refining Co. v. Virginia, 302 U.S. 22 (1937) ; Southern Gas Corp. v. Alabama, 301 U.S. 
148 (1937) ; New York State v. Roberts, 171 U.S. 658 (1898). 

28 Summaries of New State Insurance Laws (1945) 23 Taxes 615; Harrison Law, 
INSURANCE Tax Laws (1945). 
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Undoubtedly, many state premium tax statutes which still discriminate 
against foreign insurance companies in favor of domestic companies, are 
potentially unconstitutional under the Commerce Clause.” In this con- 
nection, for the past few years there has been a continuing controversy 
between members of the Supreme Court regarding the validity of state 
laws seeking to tax foreign corporations doing business in the taxing 
states.*° Regardless of the divergent views of the Justices upon almost 
every phase of state laws taxing foreign corporations engaged in inter- 
state commerce, there has been unanimity of thought on one proposition. 
That proposition is that no state can levy a tax which discriminates against 
a foreign corporation engaged in interstate commerce in favor of a domes- 
tic corporation engaged in the same type of business, unless an equivalent 
or comparable tax is levied upon the domestic corporation and not upon the 
foreign corporation. Among the many judicial doctrines developed for 
the protection of interstate commerce,** perhaps none is more firmly 
entrenched than the anti-discrimination and equality doctrine. Evidences 
of this run through literally hundreds of opinions, both majority and 
dissenting.*? 


29See Tye, State Gross Premium Taxes (1944) 22 Taxes 386; Tye, State Taxation, 
(Jan. 1945) 45 Best’s Insurance News (No. 9) 87; Brabson, The South-Eastern Under- 
writers Decision (1944) 22 Taxes 402. 

80 See Powell, New Light on Gross Receipts Taxes (1940) 53 Harv. L. Rev. 909; 
Lockhart, State Tax Barriers to Interstate Trade (1940) 53 Harv. L. Rev. 1253; Tye, 
supra note 29, 22 Taxes at 388-90. The divergent. views involve two groups of Justices. 
They can be described, perhaps, as conservatives and liberals. The line between them 
is not always the same and sometimes the division of the majority is conservative and 
again liberal. Generally, the liberals are Justices Black, Douglas, Murphy and Rutledge; 
and the conservatives are Chief Justice Stone, Justices Frankfurter and perhaps Reed 
and Jackson. Justice Burton’s views are not known at this time. 

31 Best & Co. v. Maxwell, 311 U.S. 454 (1940) ; McCarroll v. Dixie Lines, 309 U.S. 
176 (1940) ; Interstate Busses Corp. v. Blodgett, 276 U.S. 245 (1928). 

32 In Gwin, etc., Inc., v. Henneford, 305 U.S. 434 (1939), at 455, Justice Black dissent- 
ing said: “It is essential today, as at the time of the adoption of the Constitution, that 
commerce among the States and with foreign nations be left free from discriminatory 
and retaliatory burdens imposed by the States.” In Hale v. Bimco Trading Co. 306 U.S. 
375 (1939), at 380, Justice Frankfurter said: “That no Florida cement needs any 
inspection while all foreign cement requires inspection at a cost of fifteen cents per 
hundredweight is too violent an assumption to justify the discrimination here discussed. 
. . . Such assumption of national powers by a state has, ever since March 12, 1827 
(Brown v. Maryland, 12 Wheat. 419), been found to be in collision with the Constitution. 
It can never be pleasant to invalidate the enactment of a state, particularly when it bears 
the imprimature of constitutionality by the highest court of the state. But it would not 
be easy to imagine a statute more clearly designed than the present to circumvent what 
the Commerce Clause forbids.” Similarly, in Best & Co. v. Maxwell, 311 U. S. 454 
(1940), at 455-456, Justice Reed observes: “In each case it is our duty to 
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Thus we find scattered throughout the numerous opinions of the 
Supreme Court where the controversy is sharply drawn, sometimes by 
the majority and sometimes by the dissenters, explicit statements that any 
state tax law which discriminates in favor of domestic commerce against 
interstate commerce violates the Commerce Clause of the Constitution. 
This proposition is unanimously endorsed. And nowhere in all the cases 
is there any statement by any Supreme Court Justice to the contrary. 

In view of this situation, the outlook of the states with respect to their 
premium tax statutes was far from encouraging. In fact, the prospect of 
losing a substantial amount of revenue from the insurance companies 
of the country, with its resulting effect upon current budgetary needs, 
required that something be done immediately to preserve the status quo. 
Accordingly, ways and means of restoring the regulatory and taxing 
powers to the states were explored by the top officials of the various 
states, the executives and legal talent of the insurance industry, and the 
Congress.** In fact, at the outset, very serious consideration was given 
to the advisability of seeking the adoption of an amendment to the 
Constitution as the only sure solution to this dilemma.** However, after 
months of extensive study, followed by lengthy conferences, a legislative 
program was formulated and finally passed by the House and Senate 
and signed by the late President Roosevelt. 


determine whether the statute under attack, whatever its name may be, will in its 
practical operation work discrimination against interstate commerce. This standard we 
think condemns the tax at bar.” Chief Justice Stone makes the same observations in 
McGoldrick v. Berwind-White Co., 309 U.S. 33 (1940), at 47-48. 

33 The industry committees and the State Insurance Commissioners have been in 
almost continuous conference since the South-Eastern Underwriters decision was handed 
down. Numerous states have appointed special committees to study the tax situation 
and make legislative recommendations. See Partridge, States’ Rights and Insurance— 
After S.E.U.A. No. 268 The Insurance Law Journal 265 (May, 1945); Legislation, 
151, No. 24 The Weekly Underwriter 1281, 1290 (Sept. 9, 1944). 

34 This was discussed from time to time prior to the enactment of the existing 
legislation. See “An Exploration of the Effects of the S.E.U.A. Decision” by Hon. 
Charles F. J. Harrington, Insurance Commissioner of Massachusetts, No. 261 The 
Insurance Law Journal 590. The doubt stemmed from the language in The Minnesota 
Rate Cases, 230 U. S. 352 (1913), at 399, where it was said: “The grant in the Constitu- 
tion of its own force, that is, without action by Congress, established the essential 
immunity of interstate commercial intercourse from the direct control of the States 
with respect to those subjects embraced within the grant which are of such a nature as 
to demand that, if regulated at all, their regulation should be prescribed by a single 
authority. It has repeatedly been declared by this court that as to those subjects which 
require a general system or uniformity of regulation the power of Congress is 
exclusive.” 
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On March 9, 1945, the late President Roosevelt signed Public Law 15 
of the 79th Congress.** An analysis of this Act discloses that it has two 
distinct, as well as independent, objectives : 


First: The Congress states its policy with respect to continued state 
regulation and taxation of the business of insurance, by declaring it 
to be in the public interest that the states continue to so regulate and 
tax. By the first section of the Act, and in Sections 2(a) and (b) 
the Congress expresses its willingness that the states regulate and tax 
the insurance business. Section 2(b) is of particular interest, insofar 
as it refers to state taxation, and also to its reference to “No Act of 
Congress” as distinguished from constitutional provisions. 


35 59 Stat 3344, 15 U.S.C.A. §§ 1011-1015 (1945). 

“That the Congress hereby declares that the continued regulation and taxation by the 
several States of the business of insurance is in the public interest, and that silence on 
the part of the Congress shall not be construed to impose any barrier to the regulation 
or taxation of such business by the several States. 

“Sec. 2(a) The business of insurance, and every person engaged therein, shall be 
subject to the laws of the several States which relate to the regulation or taxation of such 
business. 

“(b) No Act of Congress shall be construed to invalidate, impair, or supersede any 
law enacted by any State for the purpose of regulating the business of insurance, or 
which imposes a fee or tax upon such business, unless such Act specifically relates to 
the business of insurance: Provided, That after January 1, 1948, the Act of July 2, 
1890, as amended, known as the Sherman Act, and the Act of October 15, 1914, as 
amended, known as the Clayton Act, and the Act of September 26, 1914, known as 
the Federal Trade Commission Act, as amended, shall be applicable to the business of 
insurance to the extent that such business is not regulated by state law. 

“Sec. (3a) Until January 1, 1948, the Act of July 2, 1890, as amended, known as 
the Sherman Act, and the Act of October 15, 1914, as amended, known as the Clayton 
Act, and the Act of September 26, 1914, known as the Federal Trade Commission Act, 
as amended, and the Act of June 19, 1936, known as the Robinson-Patman Anti- 
discrimination Act, shall not apply to the business of insurance or to acts in the conduct 
thereof. 

“(b) Nothing contained in this Act shall render the said Sherman Act inapplicable 
to any agreement to boycott, coerce, or intimidate, or act of boycott, coercion, or 
intimidation. 

“Sec. 4. Nothing contained in this Act shall be construed to affect in any manner the 
application to the business of insurance of the Act of July 5, 1935, as amended, known 
as the National Labor Relations Act, or the Act of June 25, 1938, as amended, known 
as the Fair Labor Standards Act of 1938, or the Act of June 5, 1920, known as the 
Merchant Marine Act, 1920. 

“Sec. 5. As used in this Act, the term ‘State’ includes the several States, Alaska, 
Hawaii, Puerto Rico, and the District of Columbia. 

“Sec. 6. If any provision of this Act, or the application of such provision to any 
person or circumstances, shall be held invalid, the remainder of the Act, and the 
application of such provision to persons or circumstances other than those as to which 
' is held invalid, shall not be affected.” 
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Second: The Congress attempts to define the applicability of present 
and future federal laws to the business of insurance ; and, as an incident 
thereto, provides a moratorium until January 1, 1948, from coverage 
by the Sherman Act, the Clayton Act, the Federal Trade Commission 
Act, and the Robinson-Patman Act, except that the Sherman Act 
remains applicable during this moratorium period with respect to any 
agreement to boycott, coerce or intimidate, or act of boycott, coercion 
or intimidation. The National Labor Relations Act, the Fair Labor 
Standards Act of 1938, and the Merchant Marine Act of 1920, are all 
kept applicable by Section 4. 

We are here concerned only with the first of these two objectives, since 
it could hardly be seriously urged that Congress does not have the power 
to suspend the operative effect of its own Acts.** The first objective, 
however, involves serious constitutional questions—the answers to which 
could cause a drastic doctrinal change in the established philosophy with 
respect to the power of Congress and the states to tax interstate commerce, 
alter the power of the Supreme Court to intercede in such matters, and 
establish a different basic conception of the Commerce Clause in the 
realm of state taxation of interstate commerce. Whether out of this 
dilemma will actually come the much sought after answers is dependent, 
perhaps, upon what Congress thought it was doing, in connection with 
state taxation of interstate commerce, when it enacted Public Law 15. 

The controlling words seem clear enough—“ . . . shall be subject to 
the laws of the several States which relate to the . . . taxation of such 
[insurance] business. . . . No Act of Congress shall be construed to 
invalidate, impair, or supersede any law . . . which imposes a.. . tax 
upon such business, unless such Act specifically relates to the business 
of insurance. ...’’ But is there a hidden meaning, or an implied limitation 
in these words? 

As might be expected, these words of Congress have been variously 
interpreted, depending upon the construction given to Supreme Court 
decisions defining the purpose and scope of the Commerce Clause as it 
relates to the states’ taxing power.*” It is urged by proponents of the 
so-called “silence doctrine” that Congress has broken its silence with 
respect to state taxation of interstate commerce, and that this results in 


a valid Congressional sanctioning of otherwise discriminatory state taxing 


36 The Congress having the power to enact such legislation, certainly has the power 
to suspend its operative effect. 

37 Certain of the states have relied on this declaration by Congress, and have not 
enacted equalizing tax legislation; and many of the insurance companies have 
voluntarily paid their premium taxes on the strength of it. 
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laws freed of any Commerce Clause implications. Others, proponents of 
the so-called “exclusive doctrine,” urge that if Congress intended what 
it purported to say when it used the aforesaid quoted language of Public 
Law 15, it exceeded its Constitutional powers under the Commerce Clause. 
Others, proponents of the same doctrine but also of the rule of “pre- 
sumption of validity of Congressional enactments,” argue that Congress 
did not mean exactly what it said, but was merely defining the scope 
of state taxation of interstate commerce within the Constitutional limits 
of its power, as developed by judicial decision. It is the purpose of this 
study to try to resolve these conflicting views as a prerequisite to fore- 
casting what the Supreme Court will hold when it is faced with the 
problem of construing Public Law 15. 





IV 


To appreciate the development of the Commerce Clause in its relation 
to the exercise of state power over interstate commerce, and, in the 
language of Chief Justice Stone, the “realignment of the distribution of 
power in our federal system,” ** it is necessary to turn to the time of 
Chief Justices Marshall and Taney. During this early development of 
the Commerce Clause the conflict as to its place in our federal system 
was first brought into sharp focus. Chief Justice Marshall foresaw the 
need for imposing restrictions upon the right of the states to legislate 
with respect to interstate commerce. It was in his opinions in the cases 
of Gibbons v. Ogden,** and Brown v. Maryland,* that he set the stage 
for the ultimate emergence of the Commerce Clause as the most powerful 
of all instruments of the National Government. In these cases the doctrine 
that the Commerce Clause itself restricts state power, was formulated. 
Chief Justice Marshall’s basic premise was that the Commerce Clause, 
as a self-operating provision of the Constitution, implied limitations 
upon state authority, which it was the inherent duty of the Supreme 
Court to define and enforce. These implied restrictions were not creatures 
of judicial discretion, but rather restrictions which stemmed from the 
Commerce Clause itself as a self-operating provision. 

Contrasted with this doctrine, was that of Chief Justice Taney. Taney 
violently disagreed with Marshall’s major premise that the Commerce 
Clause contained implied restrictions, and challenged his philosophy 


88 U.S. v. South-Eastern Underwriters Association, 322 U.S. 533, 583 (1944). 

399 Wheat. 1 (U.S. 1824). 

4012 Wheat. 419 (U.S. 1827). See also Willson v. Black Bird Creek Marsh Co., 
2 Pet. 245 (U.S. 1829); Cf. Sturges v. Crowninshield, 4 Wheat. 122 (U.S. 1819) ; 
McCulloch v. Maryland, 4 Wheat. 316 (U.S. 1819). 
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from time to time in dissenting opinions on the subject.** His position was 
that the Commerce Clause was no more than what it purporizd to be 
when adopted—an authority for Congress to act. State action was there- 
fore proper in the absence of conflicting Congressional legislation. He 
specifically refused to draw any implications from the Commerce Clause, 
as did Chief Justice Marshall, against the power of the states to tax 
interstate commerce. His dissent in the Passenger Cases, made this clear, 
when he said: 


The taxing power of the State is restrained only where the tax is directly 
or indirectly a duty on imports or tonnage. And the case before us is the 
first in which this power has been held to be still further abridged by mere 
affirmative grants of power to the general government. . . . And if it is here- 
after to be the law of this court, that the power to regulate commerce has 
abridged the taxing power of the States upon the vehicles or instruments 
of commerce, I cannot foresee to what it may lead; whether the same 
prohibition, upon the same principle, may not be carried out in respect 
to ship owners and merchandise in a way seriously to impair the powers of 
taxation which have heretofore been exercised by the States.*? 


Although the issue of discrimination was neglected in these cases, 
Taney’s broad dissenting opinion leaves little doubt that he was unwilling 
to find in the Commerce Clause even an implied restriction upon the 
power of the states to tax interstate commerce in the absence of conflicting 
Congressional legislation on the subject. And it is worthy of mention 
that in all his years as Chief Justice of the Supreme Court, he never voted 
to invalidate a state statute because it purported to violate the implied 
protection afforded by the Commerce Clause. Nor was he impressed with 
labels, such as “police power” often utilized by Chief Justice Marshall as 
a basis for upholding state legislation in connection with interstate com- 
merce. He belittles such distinctions, in his dissent in the License Cases, 
when he says : 


. what are the police powers of a State? They are nothing more or 
less than the powers of government inherent in every sovereignty to the 
extent of its dominions. . 


Upon this question the object and motive of the States are of no impor- 
tance, and cannot influence the decision. Jt is a question of power. Are the 
States absolutely prohibited by the Constitution from making any regula- 
tions of foreign commerce? If they are, then such regulations are null and 
void, whatever may have been the motive of the State, or whatever the 


41 Frankfurter, Taney and the Commerce Clause (1936) 49 Harv. L. Rev. 1286. 

427 How. 283, 481 (U.S. 1849). See also Almy v. State of California, 24 How. 169 
(U. S. 1861), decision by Taney, the basis of which was later repudiated in Woodruff v. 
Parham, 8 Wall. 123 (U.S. 1869). 


2 
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real object of the law; and it requires no law of Congress to control or 
annul them. (Emphasis supplied) ** 


Chief Justice Taney’s views can perhaps be rationalized as followed: He 
refused to concede the lack of power in the states by reason of the 
Commerce Clause; he refused to find implied restrictions on state power 
in the absence of Congressional action ; he insisted that the states and the 
Congress have concurrent power in all matters—police power being a 
meaningless label—with the Congress having, by virtue of the direct 
grant of power, paramount authority when and if it chooses to exercise it. 
He was not impressed by the ingenious reasoning that the states have no 
power to tax, except within the confines of police power; and would hold 
unconstitutional a state tax only if the taxing statute should violate the 
specific constitutional prohibition against state duties on exports, or if the 
state statute were in indubitable conflict with an Act of Congress.** 

Curiously, however, Chief Justice Taney concurred in the now famous 
case of Cooley v. Board of Wardens,** a decision which has contributed 
greatly to the shaping of the relationship of the states and the Congress 
in matters involving interstate commerce. The opinion written by Justice 
Curtis establishes the following classic doctrine: 


Whatever subjects of this power are in their nature national, or admit 
only of one uniform system, or plan of regulation, may justly be said to be of 
such a nature as to require exclusive legislation by Congress. . . . The Act 
of 1789 contains a clear and authoritative declaration by the first Congress 
that the nature of this subject is such, that until Congress should find it 
necessary to exert its power, it should be left to the legislation of the 
States ; that it is local and not national. . . : (Emphasis supplied) ** 


What the Court said back in 1851, and reiterated in numerous later 
cases, is best illustrated by the opinion of the Court in Oregon-Washington 
Railroad & Navigation Co. v. Washington, where the Court said: 


In the relation of the States to the regulation of interstate commerce by 
Congress there are two fields. There is one in which the State can not 
interfere at all, even in the silence of Congress. In the other, (and this is 


435 How. 504, 582 (U.S. 1847). See Justice Holmes’ dissenting opinion in Tyson & 
Brother v. Banton, 273 U.S. 418, 445 (1927), re police power “apologetics.” 

4#4See Frankfurter, supra note 41, at 1288, 1289. Justice Taney’s dissent in State of 
Pennsylvania v. Wheeling &c. Bridge Co., 13 How. 518, 587 (U.S. 1852) is significant 
in view of recent developments. He said, “In taking jurisdiction, as the law now 
stands, we must exercise a broad and undefinable discretion, without any certain and 
safe rule to guide us . . . such a discretion appears to me much more appropriately 
to belong to the Legislature than to the Judiciary.” 

4512 How. 299 (U.S. 1851). See FRANKFURTER, THE COMMERCE CLAUSE UNDER 
MARSHALL, TANEY AND WalrTeE (1937) 55, 59. 

4612 How. 299, at 319. 
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the one in which the legitimate exercise of the State’s police power brings 
it into contact with interstate commerce so as to affect that commerce,) 
the State may exercise its police power until Congress has by affirmative 
legislation occupied the field by regulating interstate commerce and so neces- 
sarily has excluded state action. (Emphasis supplied) ** 


We thus find that Chief Justice Taney, no doubt feeling that the Court 
was moving away from his complete rejection of Chief Justice Marshall’s 
fundamental philosophy, by silent acquiescence in Cooley v. Board of 
Wardens, reluctantly concurred in an opinion which created the now well- 
established doctrine that two different classes of interstate commerce 
may be involved requiring different treatment : One, national in character, 
requires exclusive action by the Congress to the exclusion of the states; 
and, the other, local in character, permits diversity of action, as to which 
the power of the states is said to be concurrent with that of Congress.** 
Taney may have felt, however, that the Cooley case foreshadowed complete 
adoption of the concurrent power doctrine even in matters of national 
concern. 


Vv 


Thereafter, the Supreme Court used language in its opinions which 
indicated that some significance attached to the inaction of Congress as 
a basis for exercise of state power freed of Commerce Clause implica- 
tions if Congress chose to break its “silence.” For example, in the 
Shelby Taxing District case*® in 1887, the Court observed that where 
the power of Congress to regulate is exclusive, the failure of Congress 
to make express regulations indicates its will that the subject shall be 
left free from restrictions or impositions. That the Court was thinking 


47270 U.S. 87, 101 (1926); prior thereto numerous cases had followed the Cooley 
case. See Gilman v. Phila., 3 Wall. 713 (U.S. 1865); Gloucester Ferry Co. v. Penn- 
sylvania, 114 U.S. 196 (1885); Brown v. Houston, 114 U.S. 622 (1885) ; Wilmington 
Transp. Co. v. Cal. R.R. Comm., 236 U.S. 151 (1915). 

48 See Robbins v. Shelby Taxing District, 120 U.S. 489, 492-3 (1887), where the 
Court said: “Certain principles have been already established by the decisions of this 
court which will conduct us to a satisfactory decision. Among those principles are the 
following: 

“1, The Constitution of the United States having given to Congress the power to 
regulate commerce, not only with foreign nations, but among the several states, that 
power is necessarily exclusive whenever the subjects of it are national in their 
character, or admit only of one uniform system, or plan of regulation. .. .” 

“2. Another established doctrine of this court is, that where the power of Congress to 
regulate is exclusive the failure of Congress to make express regulations indicates its 
will that the subject shall be left free from any restrictions or impositions; and any 
regulation of the subject by the states, except in matters of local concern only .. . 
is repugnant to such freedom. .. .” 

49 Supra note 48. 
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of matters national in character seems obvious since such an observation 
would have been meaningless if the Court were merely referring to 
police power—a power not exclusively lodged in the Congress. The 
dictum in this case and the language of subsequent decisions, hereinafter 
commented on, pose the question whether the real restraint upon state 
action, in matters of national concern, arises from the inaction of 
Congress rather than from implied restrictions under the Commerce 
Clause—in substance, Chief Justice Taney’s view. 

That weight has been given to this doctrine is indicated by the numer- 
ous decisions in which the Supreme Court seems to hold that the states 
have the power concurrent with that of Congress to regulate interstate 
commerce, but that the exercise of that power is dependent upon the will 
of Congress, express or implied; the silence of Congress implying that 
interstate commerce shall be free from state regulation. The expressed 
consent of Congress would negative this implication and enable the 
states to exercise their concurrent power until such time as Congress 
should choose to occupy the field. Thus, at least in the field of regulation, 
there appears to be judicial sanction for the doctrine of Congressional 
consent to state action. 

For example, as early as 1789 the Congress passed a statute which put 
pilots under state law;°° and as late as 1940 Congress gave the states 
a “go signal” to control interstate prize-fight films.** In the intervening 
period, the Wilson Act*? was enacted in 1890 as an outgrowth of the 
decision of the Supreme Court in Leisy v. Hardin,® and still later, the 
Webb-Kenyon Act of 1913°* was enacted for the purpose of further 


50] Start. 54 (1789). 

5154 Stat. 686, 15 U.S.C. § 1001 (1940). 

52 26 Stat. 313, 27 U.S.C. § 121 (1890). 

53135 U.S. 100 (1890). See Grant, State Power to Prohibit Interstate Commerce 
(1937) 26 Cauir. L. Rev. 34. The author observes at page 59 that the Supreme Court in 
Leisy v. Hardin “ .. . annihilated the Cooley rule as a doctrine of constitutional law 
and remade it into a test of legislative intent” and that it “left no constitutional barrier 
to prevent Congress, by breaking its silence,—or the Court, by refusing to draw a 
negative presumption therefrom—from giving free rein to state laws prohibiting 
the importation or sale of articles which the respective states consider undesirable.” 
However, this observation is probably too sweeping. A more plausible rationale is 
that of KALLENBACH, FEDERAL COOPERATION WITH THE STATES UNDER THE COMMERCE 
Cause (1942). He comments on the foregoing at page 74 as follows: “The Court might 
find that only a part of the exclusive power of Congress is ‘presumptively’ exclusive 
and that the rest is ‘exclusively’ exclusive. The Court invented a formula out of whole 
cloth in Cooley v. Board of Wardens when it enunciated the local-concurrent-powers 
doctrine. It might as easily discover a rule for distinguishing between those subject 
matters falling within the exclusive-power range which Congress, by breaking its 
silence, may submit to state control and those which it may not.” 

54 37 Strat. 699, 27 U.S.C. § 122 (1913). 
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enlarging the area of operation of state laws by “divesting” transactions 
in liquor of their interstate character under certain circumstances. More 
recently, the Hawes-Cooper Act,** in 1929, and the Ashhurst-Sumners 
Act,*® in 1935, were adopted in order to permit control by the States of 
convict-made goods passing in interstate commerce. The Federal Power 
Act of 1935 °" falls into the same category. All of these Acts of Congress 
were upheld by the Supreme Court.°* Whether these cases involved 
matters national in character is, perhaps, not open to question. The Court 
in the case of Leisy v. Hardin, apparently proceeded on that assumption, 
as evidenced by the following language: 


. inasmuch as interstate commerce, consisting in the transportation, 
purchase, sale and exchange of commodities, is national in its character, 
and must be governed by a uniform system, so long as Congress does not 
pass any law to regulate it, or allowing the States so to do, it thereby indicates 
its will that such commerce shall be free and untrammeled.*® 


Similarly, in Clark Distilling Co. v. Western Maryland Ry. Co.,°° 
involving the Webb-Kenyon Act, the Court sustained the Act, and a state 
law was given effect prohibiting the shipping of liquor into the state 
from beyond its borders. In this case, as well as the others, the Court 
relied heavily on Jn re Rahrer,®* in which the Congress was held to have 


55.45 Stat. 1084, 49 U.S.C. § 60 (1929). 

56 49 Strat. 494, 49 U.S.C. §§ 61-64 (1935). 

5749 Strat. 838, 16 U.S.C. § 791 ff. (1935). 

58See: In re Rahrer, 140 U. S. 545 (1891) (Wilson Act); Clark Distilling Co. v. 
Western Md. Ry. Co., 242 U.S. 311 (1917) (Webb-Kenyon Act); Whitefield v. Ohio, 
297 U.S. 431 (1936) ; and Ky. Whip & Collar Co. v. Illinois Central R.R. Co., 299 U.S. 
334 (1937) (convict-made goods) ; Safe Harbor Water Power Corp. v. Federal Power 
Commission, 124 F. (2d) 800 (1941) (Federal Power Act). See Dowling, Interstate Com- 
merce and State Power (1940) 27 Va. L. Rev. 1; and Bikle, The Silence of Congress (1927) 
41 Harv. L. Rev. 200, for comprehensive analysis of decisions. See Note (1945) 45 Cot. 
L. Rev. 927 regarding the McCarran Act. The authors of this Note trace the develop- 
ment of the doctrine of Congressional consent, and as an incident thereto, the proceedings 
of the constitutional convention are examined as bearing on the subject of the sanctioning 
power of Congress in the field of discriminatory state taxation. The authors observe 
that no precedents are available sufficient to base even a tentative answer to the question. 
They observe, arguendo, however, that if Jn re Rahrer and similar cases are to stand, 
then the Congress must be held to have complete power to consent to the continued 
operation of otherwise unconstitutional taxing statutes. The Note concludes by 
indicating that the answer to the question must be based on a re-examination of our 
whole federal structure, rather than from past precedents. 

59 135 U.S. 100, 109-10 (1890). 

60 242 U.S. 311 (1917). 

61 140 U.S. 545 (1891). Some doubt is cast on the significance of Jn re Rahrer by the 
case of Silz v. Hesterberg, 211 U.S. 31 (1908), inasmuch as the state law there involved 
was valid regardless of Congressional consent. And, in Note (1945) 45 Cor. L. Rev. 
927, 934, the authors observe: “It cannot be declared categorically that In re Rahrer 
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power to divest interstate shipments of their character at an earlier 
transactional stage than would otherwise be the case under previous 
decisions of the Court. However, these cases do not satisfactorily fit 
into the pattern of other decisions of the Court, hereinafter mentioned, 
if predicated solely on the assumption that the control of matters of 
national concern could be turned over to the states by the Congress—a 
different regulatory body than provided for under the Commerce Clause. 
These numerous cases have not been overruled; nor have those holding 
that the power of Congress is exclusive under the Commerce Clause. 

The “exclusive” power doctrine is, no doubt, firmly entrenched ; 
although significantly, perhaps, until the State Freight Tax®* case in 
1873 there was no decision based strictly on this proposition. And even 
in this case Justice Strong entertained some doubts as to the strength of 
underlying precedent. Subsequently, however, the principle was accepted 
as a matter of course by the Court. For example, in 1906, Justice Day 
in the case of McLean v. Denver & Rio Grande Railroad stated the 
accepted view of the Court when he said: 


It has been too frequently decided by this court to require the restatement 
of the decisions, that the exclusive power to regulate interstate commerce is 
vested by the Constitution in Congress, . . .** 


The underlying philosophy is that Congress cannot enable the states to 
take action with respect to interstate commerce which they otherwise 
could not constitutionally take. The doctrine of concurrent but dormant 
power in the states in matters of national concern has no place, it would 
seem, under such a premise. As was said in Southern Railway Co. v. 
King: 


demonstrates that Congress can consent to state regulation invalid without such consent.” 
Cf. Scott v. Donald, 165 U.S. 58 (1897) wherein the Supreme Court held that 
Congress did not intend to permit discrimination under the Wilson Act. The recent 
case of International Shoe Co. v. State of Washington, 90 L. ed. 109 (1945), involved Con- 
gressional consent, but the case is not decisive since the state legislation was valid without 
such consent and was also non-discriminatory. Similarly, Inter-Island Co. v. Hawaii, 
305 U.S. 306 (1938), involved the consent doctrine, but since the tax was imposed by 
the Hawaii legislature (Congress controls territorial enactments), it probably has 
no application to state legislation. Cf. Southern Pacific Co. v. Arizona, 325 U.S. 761 
(1945). 

6215 Wall. 232 (U.S. 1873). The earlier cases, apparently, either upheld the tax 
against attack under the Commerce Clause (Nathan v. Louisana, 8 How. 73 (U.S. 
1850) ; Woodruff v. Parham, 8 Wall. 123 (U.S. 1868) ), or relied on other clauses of the 
Constitution to invalidate, t.e., The Imports Clause, Art I, Sec. 10, Cl. 2; The Exports 
Clause, Art. I, Sec. 10, Cl. 2; The Privileges and Immunities Clause, Art. IV, Sec. 2, Cl. 
1; The Tonnage Clause, Art. I, Sec. 10, Cl. 3. 

63 203 U.S. 38, 49 (1906). 
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It has been frequently decided in this court that the right to regulate 
interstate commerce is, by virtue of the Federal Constitution, exclusively 
vested in the Congress of the United States. The States cannot pass any law 
directly regulating such commerce. Attempts to do so have been declared 
unconstitutional in many instances, and the exclusive power in Congress to 
regulate such commerce uniformly maintained. 


It would seem axiomatic, in view of the foregoing well-established 
principle of Constitutional law, that Congress could neither abdicate nor, 
in effect, regulate by delegating its exclusive power over matters of 
national concern to the states—an entirely different sovereignty. As was 
succinctly stated in Knickerbocker Ice Co. v. Stewart,*° “ . . . Congress 
cannot transfer its legislative power to the states—by nature this is non- 
delegable.” The “exclusive” doctrine seems diametrically opposed to the 
“silence’”’ doctrine, if the latter extends to matters of national concern, for 
the reason that it assumes without limitation that concurrent power exists 
in the states as to all matters, national as well as local—a premise which 
the “exclusive” doctrine necessarily negatives in matters requiring uniform 
and equal treatment. It is most difficult to visualize how the Supreme 
Court can consistently hold that the Congress has an exclusive power over 
the regulation of interstate commerce, and, at the same time, without 
overruling the numerous cases establishing this doctrine, hold that a 
dormant concurrent power exists in the states which merely requires 
Congressional sanction to become operative. The doctrines appear to be 
contradictory ; and yet the Court has sustained state regulation upon the 
basis of Congressional authorization, sanction or adoption. And, unless 
a !asis for reconciling the decisions is possible, the Supreme Court will 
ult.uately have to make a choice—a choice which will either increase the 
powr of Congress to the exclusion of judicial review; or curtail the 
p:vsumed sanctioning power of Congress through judicial intercession.® 

Difficult as it may be to find elements of consistency in the rather plain 
and obvious meaning of the language used in the cases dealing with 
both the “silence” and the “exclusive” doctrine, it is reasonable to assume 
that the Court will attempt to reconcile them. Unfortunately, however, 
there is embarrassing language in both types of cases which the Court 
will find difficult to reconcile. But we would probably be underestimating 
the Court to assume that it will discard either doctrine, as apparently 
urged by one critic of the “silence’’ doctrine when he says : 


The suggestion that the state action is either constitutional or unconstitu- 
tional depending upon an imperceptible quality in the ‘silence of Congress’ 


64217 U.S. 524, 531 (1910). 
65 253 U.S. 149, 164 (1920). See Washington v. Dawson and Co., 264 U.S. 219 (1924). 
86 See Tye, supra note 20. 
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is the most facetious argument to which the Supreme Court has ever 
stooped. Congress by its action cannot enlarge or interpret the Constitution. 
Certainly its silence has no greater efficacy.®” 


Perhaps the following represents a more studied analysis of the present 
attitude of the Supreme Court: 


The question may well be raised whether the Court will not eventually 
abandon the practice of overthrowing state legislation on the ground of 
invasion of an exclusive, but unexercised, federal power over commerce, and 
come to rely wholly upon positive declarations by Congress either sanctioning 
or prohibiting state action as a basis for determining the scope of state 
authority over commerce. Evidences of a readiness by some members of the 
present Court to adopt such an attitude toward an ever-widening range of 
subject matters are clearly discernible, but it is improbable that the Court 
will soon concede to Congress complete responsibility in this regard.°* 


Certainly, there is a distinct judicial trend toward leaving matters within 
the scope of the Commerce Clause to Congress. In fact, the liberals of 
the Court, headed by Justice Black, have gone on record as being opposed 
to all judicial interference except where the state acts impose inequitable 
and discriminatory burdens on interstate commerce because it is interstate. 
This group of jurists would probably grant judicial relief only when the 
state statute actually discriminates against interstate commerce or is 
hostile to the Congressional grant of power, and would leave to the 
Congress the solution of all other problems.*® Contrasted with this view 
is that of Justice Jackson, as set forth in his separate concurring opinion 
in the case of Duckworth v. Arkansas."® He there indicates his emphatic 
disapproval of the notion that the protection of interstate commerce from 
burdensome state laws may be left to Congress alone rather than jointly 


87 Gavit, The Commerce Clause of the United States Constitution 186, 187 (1932). See 
also Sholley, The Negative Implications of the Commerce Clause (1936) 3 U. or Cut. 
L. Rev. 556, 588, and Shenton, Jnterstate Commerce during the Silence by Congress 
(1919) 23 Dick. L. Rev. 78, 107, 139. Other critics have pointed out the fallacy in 
relying upon the “silence of Congress” as a basis for judicial decisions in the field of 
state power. For example, 2 THAYER, CASES ON CONSTITUTIONAL Law (1895) 2191, 
says: “If, then, the courts would know, in any given case of a regulation of commerce, 
what the silence of Congress means, how are they to tell, unless they first determine 
under which head the given regulation belongs, that of regulations requiring a uniform 
rule, or of those which do not? But that, as we have seen, they cannot settle without 
passing on a legislative question, except in cases so clear that there cannot reasonably 
be two opinions.” 

68 KALLENBACH, Op. cit. supra note 53, at 378. 

69 See Tye, supra note 29, 22 Taxes 386, for analysis of current judicial thinking on 
subject of state taxation of interstate commerce. 

70 314 U.S. 390, 397 (1941). 
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with the judiciary. All this is dictum, however, and does‘ not resolve the 
dilemma. No case has yet been presented to the Court which involves the 
sanctioning power of Congress in the field of discriminatory state taxa- 
tion, such as may be presented in the near future when the numerous 
premium tax cases reach the Court. 

We do have expressions by the Court which, standing alone, indicate 
a willingness that Congress alone control this situation, i.e., that Congress 
can effectuate otherwise unconstitutional state tax laws by consenting to 
their continued operation. For example, in Gwin, White and Prince v. 
Henneford, Chief Justice Stone, speaking for the majority, said: 


But it is enough for present purposes that under the commerce clause, 
in the absence of Congressional action, state taxation, whatever its form, 
is precluded if it discriminates against interstate commerce . . . (Emphasis 
supplied ) 74 

Similar language was used by Justice Field in the early case of Welton 
v. Missouri."* And Justice Black, approaching the problem from the 
standpoint of state power rather than Congressional power, indicates that 
there is a very restricted field for judicial intercession under the Commerce 
Clause. Be that as it may, the proposition that the power of Congress is 
exclusive still apparently stands like the Rock of Gibraltar, and the 
“implied restriction” doctrine still continues to enter the decisions as 
evidenced by Justice Frankfurter’s concurring opinion in the recent case 
of United States v. Frankfort Distilleries."* Still the Court finds solace 
in the “silence” doctrine under certain circumstances. Why the Justices 
continue to talk of implied Commerce Clause restrictions and exclusive 
power, and at the same time apparently embrace the silence doctrine 
which depends for its existence on the acceptance of state concurrent 
power, is one of the mysteries of doctrinal accommodation for which 
the Court has always been famous. 


71 305 U.S. 434, 438 (1939). 


7291 U.S. 275, 282 (1876). 

78 324 U.S. 293, 300 (1945). Justice Frankfurter said: “The Twenty-first Amendment 
made a fundamental change, as to the control of the liquor traffic, in the constitutional 
relations between the States and national authority. . . . The course of legal history 
which made necessary the Twenty-first Amendment in order to permit the States to 
control the liquor traffic, according to their notions of policy freed from the restrictions 
upon state power which the Commerce Clause implies as to ordinary articles of 
commerce, was summarized in my concurring opinion in Carter v. Virginia, 321 U.S. 
131, 139.” Compare this with Finch & Co. v. McKittrick, 305 U.S. 395 (1939), involving 
the Twenty-first Amendment, in which the Court indicated (without deciding) that 
Congress could sanction discrimination through exercise of its permissive power. This 
view is based on the assumption that the Twenty-first Amendment did no more than 
declare pre-existing law by embodying the Webb-Kenyon Act—an assumption which 
is probably fallacious in the light of the above quoted language of Justice Frankfurter. 
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VI 


After wandering through this maze of apparently conflicting views, 
we come now to the question of what the Supreme Court will do when it 
gets the first case involving discriminatory state premium taxes on 
foreign insurance companies engaged in interstate commerce. It will have 
before it a situation where, at least on the surface, Congress, by enacting 
Public Law 15, has purported to sanction state taxing laws which 
discriminate against interstate commerce. In this connection, it seems 
a propos to turn again to Gibbons v. Ogden,"* wherein Chief Justice 
Marshall distinguished between the power to regulate commerce and the 
power to levy taxes and duties. He pointed out that the two powers are 
granted under separate clauses of the Constitution’°—that one was not 
dependent on the other. It is also important to observe that Chief Justice 
Marshall did not say that the power to regulate commerce does not 
include in its scope the right to impose taxes and other charges. And 
through the course of history, the police power of the states has carried 
with it the power to levy taxes and fees to cover the cost of supervision. 
It was not until later that the Commerce Clause was strikingly used as 
a restraint upon state taxation. 

The early development in the field of state taxation involved essentially 
the “original package” doctrine,"® as extended, to hold that articles of 
commerce, while still within the range of federal jurisdiction, were subject 
to nondiscriminatory taxation by the states. The License Cases" and 
W oodruff v. Parham" so held. Implicit in these decisions, however, was 
the criterion of discrimination against articles of commerce in their 
character as imports. Then came the Shelby Taxing District case,"® which 
marked an important change in the Court’s attitude on state taxation of 
interstate commerce. The decision represented a withdrawal from the 
principles of the License Cases and the Parham case, by denying a state 
the right to tax the sale of goods, or the offer to sell them, before they 
had actually been shipped into the state—a holding which indicated that 


749 Wheat. 1 (U.S. 1824). 

75 See Hellerstein and Hennefeld, State Taxation in a National Economy (1941) 54 
Harv. L. Rev. 949, for an analysis of the other constitutional provisions relating to 
taxation of interstate commerce by the states; and Powell, Indirect Encroachment on 
Federal Authority by the Taxing Powers of the States (1918) 31 Harv. L. Rev. 572. 

76 See Dowling and Hubbard, Divesting an Article of Its Interstate Character (1921) 5 
Minn. L. Rev. 100, for detailed tracing of the divestment theory in cases involving the 
“original package” rule. 

™75 How. 504 (U.S. 1847). 

788 Wall. 123 (U.S. 1869). 

79120 U.S. 489 (1887). The rationale of the Shelby Taxing District case was recently 
reaffirmed. Nippert v. City of Richmond, note 23, supra. 























1946] THE PREMIUM TAX CASES 283 


the Court was broadening its conception of the Commerce Clause as a 
barrier to state taxation of interstate commerce. It is significant, however, 
that in all of these older decisions the Court stresses the non-discriminatory 
nature of the state taxing statute. 

Ultimately, of course, the proposition that interstate commerce was 
not subject to state taxation, except as an incident of police regulation, 
gave way to the proposition that interstate commerce must bear its 
equal share of the taxing burden in the states where business was trans- 
acted.*° But always the Court insisted on nondiscriminatory treatment.** 
And, although the Court has gone far toward eliminating or modifying 
the old principles limiting the power of the states to tax, the Commerce 
Clause still stands in the way of a complete and unrestricted taxing 
power. The states are confronted with the proposition that the Supreme 
Court, almost as a matter of course, now holds that the Commerce Clause 
is a self-operating restriction on the power to tax, requiring judicial 
intercession in cases where the taxing statute unduly burdens interstate 
commerce by discriminating in favor of intrastate commerce.** Most of 
the present Court have made concise statements embracing this principle.** 

These statements indicate that the Court attaches significance to the 
Commerce Clause itself as a restraint on the power of a state to impose 
discriminatory taxes on interstate commerce. And, although the Court 
would probably have little difficulty in upholding the validity of non- 
discriminatory state taxes on interstate commerce where sanctioned by 
Congressional action, there is considerable doubt that it would permit 


80 See Lockhart, The Sales Tax in Interstate Commerce (1939) 52 Hanrv. L. Rev. 617; 
Powell, New Light on Gross Receipts Taxes (1940) 53 Harv. L. Rev. 909. The 
surviving Commerce Clause limitations from the standpoint of important present-day 
types of state taxes are set forth in State Taxation in a National Economy, supra, note 
75, p. 959, n. 36. 

81 “Discrimination” and “multiple taxation” are the principle measuring rods of 
unconstitutionality of state taxation. See Tye, supra note 29, 22 Taxes 386, for review 
of leading decisions. 

82 See State Taxation in a National Economy, supra note 75, p. 950. 

83In South Carolina Hwy. Dept. v. Barnwell Bros., 303 U.S. 177 (1938) at 185-186, 
the Court said: “The commerce clause, by its own force, prohibits discrimination against 
interstate commerce, whatever its form or method. .. . It was to end these practices that 
the commerce clause was adopted.” In Best & Co. v. Maxwell, 311 U.S. 454 (1940) at 
455, it was stated: “The commerce clause forbids discrimination, whether forthright or 
ingenious.” In State Tax Commission v. Aldrich, 316 U.S. 174 (1942) at 182, Justice 
Frankfurter in his concurring opinion said: “ ... by virtue of the Commerce Clause, 
no State can tax so as to discriminate against interstate commerce.” In Harvester Co. v. 
Department of Treasury, 322 U.S. 340 (1944) at 346, Justice Douglas observes: “But in 
each a local transaction is made the taxable event and that event is separate and distinct 
from the transportation or intercourse which is interstate commerce. In neither does the 
tax aim at or discriminate against interstate commerce.” See also Baldwin v. G.A.F. 
Seelig, 294 U.S. 511 (1935). 
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use of the sanctioning power of Congress to authorize discriminatory 
state taxes.** This doubt is not removed by dicta of certain of the Justices, 
that “in the absence of Congressional action” discrimination will not be 
countenanced. 

It is also important to keep in mind that the distinction between inter- 
state commerce national and local in scope, as well as the “uniformity” 
and “diversity” of regulatory rules which were foreshadowed by Cooley v. 
Board of Wardens, supra, have probably heretofore been applicable only 
to state regulatory laws, not to state taxation of interstate commerce for 
revenue. The test for the latter has been a different one. Professor 
Powell, in his recent discussion of the case of Connecticut Light & Power 
Co. v. Federal Power Commission,®® states the distinction when he 
observes : 


The test for the scope of state taxing power has been a different one. It 
has looked, not to the type of interstate commerce involved, but rather to 
the subject on which the tax is imposed, not to whether it is one kind of 
interstate commerce [national] or another kind [local], but to whether it 
is itself interstate commerce or something else. This test of what is ‘the 
subject taxed’ has been a dubious lodestar because of applications that 
seemed more formal than substantial . . .°* 


It should be noted, however, that there is some precedent for Congress’ 
aiding the taxing power of the states. Bills*’ have been proposed from 
time to time which, if they had been enacted, would have had the effect 
of Congressional consent to the levying of state taxes upon interstate 
sales and upon capital employed in interstate commerce. The under- 
lying argument has been that if Congress can break its silence to permit 
the states to impose direct burdens upon interstate commerce under their 
police power, it may also permit them to impose direct taxing burdens upon 
interstate commerce for the purpose of raising revenue. None of these 
bills was acted upon favorably by the Congress, however, until Public Law 
15 was enacted last year. 

Accordingly, to date there has been no occasion for the Court to deter- 
mine whether Congress could, by affirmative action, sanction taxing laws 
which discriminate against interstate commerce. But arguments could 
be made that Congress could do this, and that the Court would sustain 
the attempt. It could be asserted that implications can be drawn from 


84 See Tye, supra note 20. 

85 324 U.S. 515 (1945). 

86 Note (1945) 58 Harv. L. Rev. 1072, 1080. 

87 See KALLENBACH, Op. cit. supra note 55, at 186, 187, n. 119, 120, 121, for details of 
tax-consent bills introduced in Congress since 1932. 
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the fact that the invalidation of state taxes under the Commerce Clause 
is of comparatively recent origin,** although both Chief Justices Marshall 
and Taney touched on the subject in their earlier decisions. Similarly, it 
could be urged that the provisions in the Constitution relating specifically 
to state taxation, are an indication that except as to foreign commerce, 
the states are free to tax interstate commerce until their action comes 
into conflict with Congressional enactment. 

In addition, it cannot be denied that there is a judicial trend toward 
subordinating the judiciary to the Congress in matters involving interstate 
commerce. Certain of Chief Justice Stone’s opinions may be read to 
concede that with the consent of Congress a state could levy a discrimina- 
tory gross receipts tax upon an interstate business.*® By implication, he 
has said that the only restraint on state power is inaction by the Congress. 
Justice Black and those justices who usually join with him, have main- 
tained that the Commerce Clause should not be enforced against the 
states as a limitation upon their taxing power, except where actual 
discrimination exists or where the state law is hostile to the Congressional 
grant of power.*° Of course, Justice Black has not indicated, except by 
implication, what his position would be if Congress purported to sanction 
discriminatory state taxing laws. Would he uphold the state law on 
the theory that the action of Congress effectively removes any restraint 
on state power, thereby eliminating the necessity for judicial intercession ? 
Or would he seek refuge in the Commerce Clause itself, as a self-operat- 
ing restriction, as the basis for overriding a state taxing statute not in 
conflict with the Act -of Congress? The answer to these questions is 
purely speculative at this time, since all we have are inferences drawn 
from the observations of the various justices. And, to date, there are no 
forthright affirmative statements from which it can be inferred that any 
member of the present Court is contemplating so revolutionary a change 
in the realm of state taxation of interstate commerce. The seriousness of 
the results involved is indicated in the following observation of Justice 
Holmes : 


I do not think the United States would come to an end if we lost our 
power to declare an Act of Congress void. I do think the Union would 
be imperiled if we could not make that declaration as to the laws of the 
several States. For one in my place sees how often a local policy prevails 


88 State Taxation in National Economy, supra note 75, 951, n. 8. 

89 See Note (1945) 45 Cor. L. Rev. 927 regarding Chief Justice Stone’s views. It is 
suggested that the question of discrimination may be a qualification of the silence 
doctrine, i.e., a constitutional rather than a legislative question since Chief Justice Stone 
probably views discrimination as sut generis. See Parker v. Brown, 317 U.S. 341 (1943). 

90 Cases cited and discussed in Tye, supra note 29, 22 Taxes 386. 
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with those who are not trained to national views and how often action is 
taken that embodies what the Commerce Clause was meant to end.®2 


The present trend appears toward a greater centralization in the national 
government. As a result, the studied statements of Justice Holmes, who 
was not biased in favor of greater centralization, probably have more 
significance now than when uttered back in the early 20’s. And although 
there has been a continuing willingness upon the part of the Court to 
permit Congress to determine to a considerable extent the limits of state 
power to regulate interstate commerce—a willingness which, perhaps, is 
tacit recognition by the Court that the operative effect of state laws on 
subjects of interstate commerce is fundamentally a function of the 
legislative rather than the judicial branch of the national government— 
the Court has at all times remained in the picture as the final arbiter. 
Further, even in the divesting acts of Congress, the Court, while sustain- 
ing these acts, did not concede that Congress could redefine the limits of 
state power over interstate commerce freed of judicial intercession, and 
to the extent the Court is required to probe into Congressional will as 
expressed through “silence,” we find the Court in an anomalous situation. 
In the last analysis, it may be that the silence or will of Congress is no 
more than the Congress expressing the will of the Court. This rationale 
has been invoked as a basis for finding consistency in the judicial pro- 
nouncements.** But it has also been said that: 


It is self-evident that every decision the Court makes is in a very real sense 
the will of the Court. Yet it seems clear that in its invocation of the will 
of Congress, the Court is not merely drawing a red herring over the trail 
of the exercise of its free and untrammeled choice. . . . The problem is not 
identical with the ascertainment of the intent of Congress, as that phrase 
is commonly used in the construction of a given statute. Rather the Court 
is seeking consistency with the tendency manifested by the relevant action 
of Congress. Thus it seems fair to say the Court seeks consistency with the 
policy apparent in federal legislation, so far as the Court can ascertain that 
policy. The Court has to guess, and in guessing it is likely to conceive that 
its wisdom coincides with the wisdom of Congress. Where no relevant policy 
can be perceived, the will of Congress is non-existent. (Emphasis 
supplied) ** 


VII 


If, in the premium tax cases,** the Court should decide categorically 
to adopt the “silence” doctrine, then we would have for the first time a 


®1 Hotmes, CoLttecTeD LecAt Papers (1920) 295, 296. 
92See Bilke, supra note 58, 219-220. This is also a suggested explanation by Sholley, 


supra note 67, at 584. 
93 Rips_eE, STATE AND NATIONAL PowER OVER COMMERCE (1937) 212. 


94 See note 4 supra. 
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judicial decision that the only restraint on state taxing power (not 
involving police power) is the inaction of Congress, with the result that 
the Commerce Clause itself would not be deemed a self-operating 
restriction, but rather a mere grant of power to Congress. This would 
mean that a Congressional declaration, such as contained in Public Law 
15, would constitute a defense to any attempted striking down of a state 
taxing statute on the theory that it unduly burdens interstate commerce. 
It would mean that the judiciary would relegate itself to a relatively 
insignificant position in controversies involving the Commerce Clause. 
And it would mean that interstate commerce would have to look to the 
Congress for protection from otherwise burdensome state taxing and 
exclusionary laws—there being no firm protection in the Commerce 
Clause as such. 

Assuming the Supreme Court should, for the first time, adopt such a 
revolutionary doctrine, what then is the fate of Public Law 15 insofar 
as it relates to state taxation? In this connection, Public Law 15, at least 
if the language were taken literally, could be interpreted as being in effect 
an adoption by the Congress, pursuant to its regulatory powers, of the 
various state tax laws which the legislatures of the several states had 
enacted, 1.e., that Congress had validated otherwise unconstitutional 
state taxing laws through the simple expedient of a quasi-act of Congress. 
If so interpreted, then we have a situation wherein Congress has attempted 
to breathe life into void state statutes throughout the country—statutes 
which are not uniform as to incidence or tax rates in the various states. 
And if that be true, then Congress would seem to have violated, or to 
have attempted to authorize the states to violate the Constitution, which 
provides that Congress shall have the power to regulate inters:ate com- 
merce, but all duties shall be uniform throughout the United States. 
Because of this lack of statutory uniformity throughout the United 
States, Congress through enactment of Public Law 15, under this 
supposititious interpretation, has, in effect, levied an excise tax which is 
not uniform throughout the United States, and is, therefore, unconstitu- 
tional. The Supreme Court would probably so rule. However, a separ- 
ability clause in the Act would protect the remainder of it should the 
declaration provisions regarding state taxation be held invalid. 

However, it is extremely doubtful that the Supreme Court is ready 
to hold that the only restraint on state taxing power is the inaction of 
Congress—a holding which would require the Court to completely adopt 
the concurrent power doctrine. More likely the Court, if it has to resolve 
this conflict, will find elements of consistency in the “exclusive” doctrine 
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and the “silence” doctrine by distinguishing cases such as In re Rahrer,®® 
Clark Distilling Co.,°* and others, on the ground that when viewed objec- 
tively they involve no more than the Congress breaking its silence in order 
to permit state police powers, otherwise held in restraint, to become 
operative, t.e., that the consensual action of Congress did not have the 
effect of validating invalid state laws since they were not invalid per se. 
Such a distinction could be premised to a considerable extent upon the 
motive and purpose of the state legislative enactments in line with 
Marshall’s conception of the Commerce Clause. The Court could ration- 
alize by asserting that in all of these cases the Congress was broadening 
the concept of state police power—a power never denied the states 
by the Constitution—in promoting public health, safety and morals, 
although these powers may have previously been forbidden by strict 
interpretations as to what constituted police power regulation. Such a 
decision would represent judicial deference to a Congressional declaration 
regarding the limits of state police power. 

The Supreme Court could then, with consistency, hold that Congress 
could not delegate, authorize or share its “exclusive” power over commerce 
with the states in matters of national concern, a holding which would be 
predicated upon the doctrine of implied restrictions contained in a self- 
operating Commerce Clause. The constitutional protection from burden- 
some tax laws afforded interstate commerce would be deemed to continue 
operative even after Congress had legislated on the subject, and would 
constitute a limitation on the power of Congress to sanction discriminatory 
state taxing laws.** 

It may also be that there are other constitutional limitations upon the 
power of Congress to sanction the exercise of state power. It has been 
said : 


Strong reasons can be advanced to support the conclusion that federal 
authority to sanction state prohibition of commerce and to prohibit com- 
merce conditionally upon an intended or consummated violation of state 
law must imply existence of power to prohibit such commerce independently 
of state action. If this is true the limitations upon the use of these coopera- 
tive methods of regulation by Congress are the same as the limitations upon 
the power of Congress to prohibit commerce independently of state action.®* 


95 140 U.S. 545 (1891). 

96 242 U.S. 311 (1917). 

®7 Cf. United States v. Darby, 312 U.S. 100 (1941), which overruled Hammer v. 
Dagenhart, 247 U.S. 251 (1918). The Darby case extends Congressional prohibitive 
control to all commodities flowing in interstate commerce. 

98 KALLENBACH, Op. cit. supra note 53, 380, 381. 
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The Fifth Amendment may also limit the action of Congress, on the 
theory that regulation and taxation by the states through sanctioning by 
Congress impose unreasonable restraints upon interstate commerce. The 
implied “uniformity” rule might also restrict the activities of Congress. 
It seems clear that the Court, though it might restrict itself under the 
Commerce Clause, could invoke these potential limitations and thus stay 
very much in the picture. 

However, there is reason to believe that Congress did not mean literally 
what it said in Public Law 15. Rather, Congress probably intended that 
any constitutional limitations should, of necessity, be read into its 
legislative enactment. This belief is supported by the report of the House 
Committee when it said: 


It is not the intention of Congress in the enactment of this legislation to 
clothe the States with any power to regulate or tax the business of insurance 
beyond that which they had been held to possess prior to the decision of 
the United States Supreme Court in the South-Eastern Underwriters Asso- 
ciation case. Briefly, your committee is of the opinion that we should provide 
for the continued regulation and taxation of insurance by the States, subject 
always, however, to the limitations set out in the controlling decisions of the 
United States Supreme Court, . . .*° 


Unfortunately, perhaps, the House Committee refers only to the cases 
of Allgeyer v. Louisiana,’®® St. Louis Cotton Compress Co. v. Arkansas,*** 
and Connecticut General Life Insurance Co. v. Johnson,*°**—cases which 
are not generally thought to be the controlling decisions in the field of 
state taxation of interstate commerce—as an insight into what the mem- 
bers were thinking. However, it seems reasonably clear that Congress did 
not intend to exceed its accepted constitutional authority by enacting 
Public Law 15. The Supreme Court will probably so rule. It will probably 
observe that Congress was merely declaring a reassuring expression of 
Congressional attitude and intent, and was not attempting to sanction 
state taxing statutes which discriminate against interstate commerce. It 
will probably hold that Congress did not mean to say in Public Law 15 
that a state may now impose discriminatory taxing burdens upon interstate 
commerce or contravene any of the constitutional guaranties. It will 
uphold Public Law 15 as a proper exercise of Congressional power under 
the Commerce Clause; and, in so doing, will say that, at most, Congress 


99H. R. Rep. No. 143; 79th Cong., 2-15. Cf. Sen. Rep. No. 1112, 78th Cong., 2d Sess. 
Part 1, p. 5. The Senate Committee said: “Certainly if Congress has the power to 
regulate the insurance business it also has the power, if it sees fit, to permit that regulation 
to continue through the states.” 

100 165 U.S. 578 (1897). 

101 260 U.S. 346 (1922). 

102 303 U.S. 77 (1938). 
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was breaking its “silence” only for the purpose of enabling “police 
powers,” and otherwise constitutional taxing powers of the states, to 
remain operative until such time as it chose to occupy the field exclusively. 


TAX LAW REVIEW 





CoNCLUSION 


Such an interpretation of Public Law 15 by the Supreme Court would 
not be a happy one for those states which, in reliance upon the assumed 
sanctioning power of Congress, refrained from enacting equalizing tax 
legislation, since they stand to lose very substantial tax revenues from 
foreign insurance companies. Nor would it be particularly satisfactory 
to the insurance companies since it can only mean protracted litigation, 
or in the words of Justice Jackson “ . . . a generation of litigation .. . ”*°* 
to determine the extent to which the states may now tax the insurance 
industry. That litigation will continue seems obvious, since the companies 
probably would have no alternative to protesting the payment of taxes 
under possibly invalid state laws. 

It is regrettable, no doubt, that more clear-cut constitutional issues will 
not be presented to the Supreme Court in the premium tax cases. But 
it appears that Public Law 15, thought to be the ideal vehicle for resolving 
the conflict, leaves the tax situation in a “dilemma” as serious as that 
existing prior to its enactment. 


108 322 U.S. 533, 590. 
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Possibilities Of Reacquisition And The 
Federal Estate Tax 


JOHN H. ALEXANDER 


5 om of a degree of certainty in the conduct of affairs expire 
grudgingly and in the field of taxation it is perhaps trite to remark that 
some predictability of result remains a shining goal. But hopes of 
certainty, however strong, find scant sustenance in the Supreme Court 
opinions dealing with the subject of transfers intended to take effect in 
possession or enjoyment at or after death. After Supreme Court review 
in more than fifteen cases of a short clause which has been virtually 
unchanged for twenty-nine years, resort to statutory revision offers, it 
is believed, the only practical alternative to the present hopeless confusion. 
Until Helvering v. Hallock,’ the clause had modest aspirations, presenting 
little trouble to the taxpayer and giving small comfort to the revenue. 
Overnight, it became the outstanding performer in the estate tax field and 
hardly any pre-existing trust seems safe from its grasp. The opinions of 
the Supreme Court in Fidelity-Philadelphia Trust Co. (Stinson Estate) v. 
Rothensies,? Commissioner v. Estate of Field,* and Goldstone v. United 
States,‘ have not set the limits to which the provision may be extended. 
Much of the current confusion in judicial interpretation and of the diffi- 
culty of Treasury Department administration has been due, perhaps, to the 
Supreme Court’s failure in May v. Heiner® to apply the clause to a 
transfer involving a retained life estate, a type of transfer for which the 
clause was admirably designed, and to the widespread application of it to 
transfers involving possibilities of reacquisition or reverter, transfers 
for which it is ill adapted. 
The clause, as enacted into the first federal estate tax law, provided: 


That the value of the gross estate of the decedent shall be determined by 
including the value at the time of his death of all property. .. . 
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1309 U.S. 106 (1940). 
2324 U.S. 108 (1945). 
3324 U.S. 113 (1945). 
* 325 U.S. 687 (1945). 
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(b) To the extent of any interest therein of which the decedent has at 
any time made a transfer, or with respect to which he has created a trust, 
in contemplation of or intended to take effect in possession or enjoyment at 
or after his death, except in case of a bona fide sale for a fair consideration 
in money or money’s worth.® 





A comparison of this language with Section 811 (c) of the Internal 
Revenue Code discloses the accretion of years of Congressional action but 
no basic change with respect to transfers “intended to take effect in 
possession or enjoyment at or after” death.” Until the Supreme Court 
interpreted these words, they seemed “tolerably plain.” Read as part of an 
estate tax law, rather than as an exercise in the construction of property 
law, it is difficult to conceive of a clearer type of transfer falling within 
the clause’s ambit than a transfer retaining life income to the grantor. 
When, therefore, the Court held in May v. Heiner that such a transfer 
was not within the clause, it lost much of the vitality which was bestowed 
at its legislative birth. For a sentence of execution the Court’s explana- 
tion is hardly satisfying. “At the death of Mrs. May,” said Justice 
McReynolds, “no interest in the property held under the trust deed 
passed from her to the living; title thereto had been definitely fixed by 
the trust deed. The interest therein which she possessed immediately prior 
to her death was obliterated by that event.”* True though the last 
statement may be, it has no relevance to the statute. The decedent’s 
interest surely ceased but so also did her possession and enjoyment and 


6 Revenue Act of 1916, Sec. 202. Also included in the subdivision is the sentence: 

“Any transfer of a material part of his property in the nature of a final disposition 
or distribution thereof, made by the decedent within two years prior to his death without 
such a consideration, shall, unless shown to the contrary, be deemed to have been made 
in contemplation of death within the meaning of this title; . . .” 

7ER.C. § 811 (c) requires the inclusion in the gross estate of the value at the time of 
the decedent’s death of all property: 

“To the extent of any interest therein of which the decedent has at any time made a 
transfer, by trust or otherwise, in contemplation of or intended to take effect in 
possession or enjoyment at or after his death, or of which he has at any time made 
a transfer, by trust or otherwise, under which he has retained for his life or for any 
period not ascertainable without reference to his death or for any period which does 
not in fact end before his death (1) the possession or enjoyment of, or the right to the 
income from, the property, or (2) the right, either alone or in conjunction with any 
person, to designate the persons who shall possess or enjoy the property or the income 
therefrom; except in case of a bona fide sale for an adequate and full consideration 
in money or money’s worth. Any transfer of a material part of his property in the 
nature of a final disposition or distribution thereof, made by the decedent within two 
years prior to his death without such consideration, shall, unless shown to the contrary, 
be deemed to have been made in contemplation of death within the meaning of this 


subchapter ;” 
8281 U.S. at 243. 
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at the same instant the remaindermen came into the enjoyment of their 
interests. 

Let us turn to the type of transfer considered in Klein v. United States,” 
Helvering v. St. Louis Union Trust Company*® and Helvering v. Hallock. 
Although the legal interests created by the transfers may have differed, 
there was, as Justice Frankfurter emphasized, no reason for distinguishing 
them for estate tax purposes. The problem can be considered by using as 
the example the transfer of the Hallock case. The decedent transferred 
property under a separation agreement, providing that income should be 
paid to his wife during her life, and that on her death the property should 
be delivered to him or, if he was then dead, to his son and daughter. One 
interpretation of the language, “to take effect in possession or enjoyment 
at or after’’ death would be that if at the time of death the decedent is 
neither in possession of any of the transferred property nor enjoying 
any income or use therefrom, the transfer was not intended to take effect 
in possession or enjoyment at or after death. So construed, the Hallock 
transfer would not be within the statute. The alternative, and the chosen 
method of the courts, is to consider that the transfer created various 
interests and to analyze the disposition of these interests.** 

The Hallock trust created three interests: an interest for life in the 
wife, a reversionary interest in the grantor and a remainder interest in 
the children. Neither the wife’s possession nor enjoyment of her life 
interest was postponed until or after the grantor’s death. The vital ques- 
tion must be with respect to the other interests. In fact, of course, the 
children’s interests could not take effect in possession or enjoyment until 
or after death of the grantor. But is this the test under the statute? In 
Reinecke v. Northern Trust Company,” certain interests could not have 
taken effect in possession or enjoyment until after the death of the grantor, 
but Justice Stone, for the Court, said that this was immaterial as there was 
no passing from the decedent of “possession, enjoyment or control.” ** If 


*283 U.S. 231 (1931). 

10206 U.S. 39 (1935). The companion case is Becker v. St. Louis Union Trust Co., 
296 U.S. 48 (1935). 

11“Tn addition, the provision suggests, in speaking of ‘any interest therein,’ that the 
property in question may well consist of several interests, some of which are transferred 
so as to take effect in the manner contemplated by the statute, while others are not.” 
Eisenstein, The Hallock Problem: A Case Study in Administration (1945) 58 Harv. 
L. Rev. 1141, 1149. See Note (1945) 1 Tax L. Rev. 95, 96. 

12278 U.S. 339 (1929). 

18278 U.S. at 348. Justice Stone first emphasized that, unless the type of case before 
the Court was an exception, the only items of property required to be brought into the 
gross estate by § 402 of the Revenue Act of 1921, the applicable law, were “either 
property transferred in contemplation of death or property passing out of the control, 
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this view of the statute is sound, the creation of the interests of the Hallock 
children did not come within the clause; “possession, enjoyment or con- 
trol” did not pass to the children from the decedent but would pass to them 
from the wife when she should die. If Reinecke v. Northern Trust Com- 
pany is not sound on the point, the test is not related to the possession or 
enjoyment of the decedent and any interest which will not come into 
possession or enjoyment until or after death should be included in the 
gross estate without reference to the existence of a possibility that the 
grantor may reacquire the property. This, of course, is not the rule 
of the Hallock case. 

It would seem, then, that May v. Heiner and the Hallock case were not 





possession or enjoyment of the decedent at his death.” After enumerating the items, 
he said, at page 348: 

“The two sections [401 and 402], read together, indicate no purpose to tax completed 
gifts made by the donor in his lifetime not in contemplation of death, where he has 
retained no such control, possession or enjoyment. In the light of the general purpose 
of the statute and the language of § 401 explicitly imposing the tax on net estates of 
decedents, we think it at least doubtful whether the trusts or interests in a trust intended 
to be reached by the phrase in § 402 (c) ‘to take effect in possession or enjoyment at 
or after his death,’ include any others than those passing from the possession, enjoyment 
or control of the donor at his death and so taxable as transfers at death under § 401. 
That doubt must be resolved in favor of the taxpayer.” 

For good measure the Court suggested that “doubts of the constitutionality of the 
statute, if construed as contended by the Government, would require us to adopt the 
construction, at least reasonably possible here, which would uphold the act.” 

The opinion was foreshadowed by Shukert v. Allen, 273 U.S. 545 (1927). The 
transfer made by the deceased Shukert provided that income of a trust fund should be 
accumulated for thirty years, unless the beneficiaries should have died more than 
twenty-one years before that time, and that the fund and accumulations should then 
be divided among his three children. Shukert was fifty-six years of age and there 
was little likelihood that he would survive the thirty years. To the Court it seemed 
“tolerably plain, that when the grantor parts with all his interest in the property to 
other persons in trust, with no thought of avoiding taxes, the fact that the income 
vested in the beneficiaries was to be accumulated for them instead of being handed 
to them to spend, does not make the trust one intended to take effect in possession or 
enjoyment at or after the grantor’s death.” Jd. at 548. The writer of a note in the Yale 
Law Journal, however, expresses the view that the statutory language covers the type 
of transfer made in the Shukert case. (1940) 49 Yate L. J. 1118, 1124. 

There are implications in Nichols v. Coolidge, 274 U.S. 531, also decided in 1927, that 
the statute might apply even though no possession, enjoyment or control passed from 
the decedent at or after death. As the settlor of the trust had no interest in the 
transferred property and the only significance of her death was that the trust would not 
terminate until or after that event, the Court’s reliance on the constitutional invalidity 
of the statute suggests that the Court may have construed the statute to reach transfers 
under which the grantor’s death was of significance in fixing the date for the determina- 
tion of the identity of the recipients of the property, even though of no significance in 
terminating interests of the grantor. In 1907 the decedent and her husband transferred 
property in trust, retaining income to themselves and the survivor, the corpus to be 
distributed to their five children on the death of the survivor of the settlors. If a 
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well grounded on the language of the statute.** Justice Frankfurter spoke 
to the point when he said that the issue in the Hallock case did not turn on 
the “unglossed text’’ of the statute, and today he might add that only 
the gloss remains. Perhaps few would question the fairness of a 
statute so drawn as to reach the Hallock type of transfer. But abstract 
justice in taxation is a poor substitute for Congressional action, and 
administration of a tax the incidence of which depends on current 
judicial interpretation which has lost its reference point is not likely to 
lead to satisfactory results. Simplification might have been achieved had 
the Supreme Court offered some definite test but the recent Supreme 
Court opinions notably failed in this regard. 


THE RECENT SUPREME CouRT OPINIONS 


It was to settle particularly the valuation problem that certiorari was 
granted to review the decision of the Circuit Court of Appeals in Fidelity- 
Philadelphia Trust Company (Stinson Estate) v. Rothensies.° The 
decedent had established a trust in 1928 reserving income for her life 
and providing that thereafter income should be paid to her unmarried 
minor daughters for their respective lives and that on their deaths, the 


child predeceased the survivor of the settlors his share was to pass as provided by the 
statute of distribution. In 1917, the settlors assigned all their interests in the trust fund, 
including the income therefrom. The Commissioner increased the gross estate of the 
decedent by the value at the date of her death of that part of the trust property 
which was deemed to have been conveyed by her. The District Court, relying on cases 
construing state succession laws imposing taxes on property transferred by transfers 
“intended to take effect in possession or enjoyment at or after death,” concluded that 
the principal of the trust fund was not intended to vest in full possession and enjoyment 
until after the decedent’s death, and that the transfer was “intended to take effect in 
possession or enjoyment after death” under the federal law. 4 F. (2d) 112 (D. Mass. 
1925). The Supreme Court said: 

“And we must conclude that § 402 (c) of the statute here under consideration, in so 
far as it requires that there shall be included in the gross estate the value of property 
transferred by a decedent prior to its passage merely because the conveyance was 
intended to take effect in possession or enjoyment at or after his death, is arbitrary, 
capricious and amounts to confiscation.” 274 U.S. at page 542. 

It appears that the transfer referred to in the opinion was the transfer made in 1907. 
No inference can be drawn from the language used that the 1917 transfer, which 
terminated the settlors’ retained interests in the property, removed the property from 
estate tax. It would seem to follow that the Court regarded the 1917 transfer of no 
importance and that, despite it, the property remained subject to estate tax under the 
terms of the statute. 

14Tn a recent article it is said, however, “the Hallock decision is especially entitled to 
the emoluments of fame and fortune because it brought respectability to the obvious.” 
Eisenstein, The Hallock Problem: A Case Study in Administration (1945) 58 Harv. L. 
Rev. 1141. 

15142 F. (2d) 838 (C.C.A. 3d, 1944) ; cert. granted 323 U.S. 693 (1944). 
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principal would go to their descendants. If they died without descendants, 
the principal would go as the decedent should appoint by her will. The 
daughters did not marry until after the grantor’s death. 

The transfer had a number of interesting aspects from the standpoint 
of the statute: 

(1) The grantor had retained income for life and if the Supreme Court 
were willing to recognize that May v. Heiner was not good law, this 
element alone would justify the inclusion of the property in the gross 
estate. 

(2) The grantor had retained a string on the property such that it would 
not be ascertainable, apparently, until or after the grantor’s death 
whether the property would be subject to disposition by the grantor’s 
will.*® 

(3) The transfer was, to an extent, conditioned on survivorship, as 
neither the daughters nor any descendants they might have would acquire 
any enjoyment from their interests in the property transferred unless 
they survived the grantor. 

(4) The value of the daughters’ life interests in the property was 
substantial. 

The Circuit Court of Appeals affirmed the decision of the District 
Court that the transfer fell within the rule of the Hallock case and that 
the value of the entire corpus was includible in the gross estate. The 
Supreme Court limited the review of the case to the question of the 
value to be included. The Court said that the Klein and Hallock principles 
and those enunciated in the dissent in Helvering v. St. Louis Union Trust 
Company*" led inescapably to the conclusion that the value of the entire 
trust corpus must be included in the gross estate. The Court pointed out: 


The life estates of the daughters were contingent upon their surviving 
their mother and took effect in enjoyment only at the death of the latter. The 
remainder interests of the descendants of the daughters were contingent 
upon their surviving both the decedent and the daughters and took effect in 
possession only after the death of the decedent. Thus until the moment of 
her death or until an undetermined time thereafter the decedent held a 
string or contingent power of appointment over the total corpus of the trust.*® 


In the view of the Court, the retention of a string which might have 
resulted in altering completely the plan for the transmission of decedent’s 
property subjected the value of the entire trust corpus to estate tax liability. 


16 The Supreme Court in the Goldstone case, discussed infra, threw some doubt on 
this point. 

17206 U.S. 39, 46. 

18 324 U.S. at 111. 
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The Court rejected any argument that probabilities or the propinquity 
or certairty of decedent’s reversionary interest had any bearing on the 
measure of estate tax liability: 


It is enough if he retains some contingent interest in the property until his 
death or thereafter, delaying until then the ripening of full dominion over 
the property by the beneficiaries. The value of the property subject to the 
contingency, rather than the actuarial or theoretical value of the possibility 
of the occurrence of the contingency, is the measure of the tax. That value 
is demonstrated by the consequences that would flow in this instance from 
the decedent’s survival of her daughters and any of the latter’s surviving 
descendants. 

We are not concerned here with determining whether the values of any 
property interests or intervening estates not affected by the decedent’s death 
and not subject to the contingent power of appointment should be deducted 
from the value of the corpus. The value of the life estate retained by the 
decedent obviously cannot be deducted. And the life estates of the daughters 
and the remainder interests of their surviving descendants were all subject 
to divestment by the contingent power of appointment and were freed from 
this contingency only at or after the decedent’s death. There is thus no basis 
for deducting their values as suggested by petitioners.’® 


If we turn to the first of the four aspects of the Stinson case previously 
enumerated, we must immediately recognize that by limiting review to 
the valuation problem the Court foreclosed the possibility of a direct 
repudiation of May v. Heiner. Justice Douglas, who concurred in a special 
opinion, thought that the issue in the case did not warrant repudiation by 
implication.*° The only language which gives rise to any such implica- 
tion is that referring to the postponement of enjoyment of the daughters’ 
life estates and deferment of possession of the descendants’ remainder 
interests until the death of the decedent. This language introduces a 
confusing element into the case. It is the first opinion of the Supreme 
Court which relies to any extent on the statutory concept of postponement 


19 7d. at 112. 

207d. at 112. He said that the question was limited to value and that, as in Com- 
missioner v. Estate of Field, the Court was not faced with the issue of whether May v. 
Heiner should survive the Hallock case. It was plain, in his judgment, that the entire 
corpus should be included in the gross estate. He continued: 

“The value of the life estate deducted in the Hallock case was the life estate in the 
settlor’s wife. It was excluded because it took effect in possession or enjoyment when 
the trust was created. The life estate which the decedent reserved to herself is 
obviously in a different category. It is not an ‘outstanding life estate’ within the meaning 
of Treasury Regulations 80, Art. 17. 

“T would rest the decision there and reserve judgment on the other questions adverted 
to in the opinion of the Court.” 324 U.S. at 113. 
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until or after death of “possession or enjoyment.” The concept was 
squarely presented to the Court in May v. Heiner and squarely rejected. 
The statements by the Court in the Stinson case regarding possession and 
enjoyment would be applicable to any interests created by a transfer under 
which the grantor retained the income for life and they may justify the 
inference drawn in the concurring opinion that the main opinion raises 
a question as to the validity of May v. Heiner. 

It should be noted, however, that each of the statements is coupled with 
a reference to the fact that the interests were conditioned on the holders’ 
surviving the decedent, and they should also be read in the light of the 
context which deals with the question of valuation. So read, a reasonable 
interpretation is that at least until decedent’s death, it could not be deter- 
mined whether the interests of the daughters and their descendants would 
ever come into possession or enjoyment and that the value of property 
includible in the gross estate because of the retention of a possibility of 
reverter should not be reduced for any value attributable to interests 
so conditioned. If this is the proper interpretation, the fact that the 
decedent retained income for life was not of importance; the impossibility 
that anyone could enjoy or possess the property prior to her death elim- 
inated any reduction of the amount includible in the gross estate.”* 

It does not seem, then, that the Stinson case justifies the conclusion that 
May v. Heiner has been overruled.”* Perhaps there is an implied invitation 
to the Commissioner of Internal Revenue to attack that case but short of 
more conclusive language than that so far employed, it is premature to read 
May v. Heiner out of the books. The doctrine of stare decisis may give 
the Supreme Court no more trouble than it did in the Hallock case if the 
issue is squarely presented. For the present, however, the lower courts 


21 Assume, for example, that the transfer had been to accumulate income for the 
life of the grantor and to pay the accumulated income and remainder to B on the death 
of the grantor but if B should be dead at that time, the property would go as the 
grantor appointed by will. In this case the grantor has not retained income for life but by 
the terms of the transfer B’s possession and enjoyment would be as effectually postponed 
until the death of the grantor as were the interests of the grantor’s daughters and 
the descendants in the Stinson case. The statements in the Stinson opinion referred to 
in the text would be equally applicable to B’s interests although there would be missing 
the basic factor of the May v. Heiner type of trust—a retained life income in the 
grantor. 

22Tt has been suggested by one writer that to many the difference between May v. 
Heiner and the Stinson case may be one of those “gossamer distinctions” but that 
writer thinks the distinction drawn is not so thin except in those cases where the 
reversionary interest is of a very remote character. Eisenstein, The Hallock Problem: 
A Case Study in Administration (1945) 58 Harv. L. Rev. 1141, 1170. 
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and the Commissioner seem content to follow May v.-Heiner.* They 
also continue to recognize the validity of Hassett v. Welch™* holding that 
the Joint Resolution of March 3, 1931, which amended the statute to reach 
transfers of the May v. Heiner type, did not affect trusts previously 
established.** 

In considering the second and third aspects of the Stinson case enumer- 
ated previously, namely, the “string” and the survivorship element, we 
also deal with subjects not perhaps within the purview of the writ of 


23Comm’r v. Hall—F. (24)—(C.A.A. 2d, 1946); Comm’r v. Irving Trust Co., 
147 F. (2d) 946 (C.C.A. 2d, 1945) ; Helvering v. Proctor, 140 F. (2d) 87 (C.C.A. 2d, 
1944) ; U.S. v. Brown, 134 F. (2d) 372 (C.C.A. 9th, 1943) ; Comm’r v. Kellogg, 119 F. 
(2d) 54 (C.C.A. 3d, 1941); New York Trust Co. v. U.S., 51 F. Supp. 733 (Ct. CL, 
1943); cf. Schultz v. U.S., 140 F. (2d) 945 (C.C.A. 8th, 1944). The Board of Tax 
Appeals held in Estate of Mary H. Hughes, 44 B.T.A. 1196 (1941) that May v. Heiner 
fell with Helvering v. Hallock, but the Hughes case was overruled in Estate of Edward 
E. Bradley, 1 T.C. 518 (1943), aff’d sub. nom. Helvering v. Washington Trust Co., 140 F. 
(2d) 87 (C.C.A. 2d, 1944), and the doctrine that May v. Heiner retained its vitality 
is now firmly established in the Tax Court. Estate of Nina M. Campanari, 5 T.C. 488 
(1945) ; Estate of Margaret P. Gallois, 4 T.C. 840 (1945) ; aff'd 45-2 U.S.T.C. J 10236 
(C.C.A. 9th, 1945); Estate of James H. Matthews, 3 T.C. 525 (1944); Estate 
of Bertha Low, 2 T.C. 1114 (1943), aff'd sub. nom. Orne v. Comm’r, 145 F. (2d) 832 
(C.C.A. 2d, 1944). 

24 303 U.S. 303 (1938). 

25 With respect to transfers made before March 3, 1931 by persons dying before 
February 11, 1939, the effective date of the Internal Revenue Code, the question is 
simply whether May v. Heiner and Hassett v. Welch will be followed by the Supreme 
Court. The opinion of the Court in Hassett v. Welch seems firmly grounded and the 
real question probably revolves around May v. Heiner; it has been truly said that if 
May v. Heiner falls, the rule of Hassett v. Welch has no remaining force. Estate of 
Mary H. Hughes, 44 B.T.A. 1196, 1202 (1941). With respect to decedents who have 
created May v. Heiner trusts before the Joint Resolution of March 3, 1931 but who 
die after the effective date of the Internal Revenue Code, the problem may be more 
complicated. I.R.C. § 811 (h) provides: 

“Except as otherwise specifically provided therein, subsections (b), (c), (d), (e), (f), 
and (g) shall apply to the transfers, trusts, estates, interests, rights, powers, and relin- 
quishment of powers, as severally enumerated and described therein, whether made, 
created, arising, existing, exercised, or relinquished before or after February 26, 1926.” 

This provision is in the same form as Sec. 302 (h) of the Revenue Act of 1926, construed 
in Hassett v. Welch, except for the substitution of “February 26, 1926,” the effective date 
of the Revenue Act of 1926, for “the enactment of this Act” and one minor change as 
to form. The Internal Revenue Code is the operative law (I.R.C. § 800), and it 
may be questioned whether the interpretation of the Court in Hassett v. Welch as to 
the similar provision of the 1926 Act is embodied in the new, independently adopted 
Code. Read as part of an independent act of Congress, § 811 (c) and (h) may be so 
clear as not to permit of resort to evidence of Congressional intent. If this view is 
adopted the issue becomes simply a constitutional problem of retroactivity. There is 
another side to the question, however. In the first place the regulations of the 
Commissioner interpreting the law limits the provision to transfers made after March 
3, 1931. Reg. 105, Sec. 81.18. Furthermore, although the Internal Revenue Code is 
the operative law the reports of the Congressional Committees make it clear that it 
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certiorari. These aspects go to the root of the problem of the test to be 
applied to determine liability under the statute. Dictum or not, the 
treatment of these aspects by the Court must be considered to reach any 
valid conclusions on the state of the law. Although the string in the 
Stinson case would have brought the property back if the decedent had 
survived her daughters and descendants, the property would have passed 
under the decedent’s will if the daughters died without issue after the 
decedent’s death. Thus, the order of deaths might or might not 
be of importance; the death of the decedent during the lifetime of her 
daughters gave no assurance that the property would not pass under her 
will as the daughters might die leaving no descendants surviving them. 
If the transfer had provided that the daughters should have immediate life 
estates with remainder to their descendants but that if no descendants 
survived the daughters, the property should pass under the grantor’s 
will, the transfer would not have been conditioned upon survivorship. The 
opinion fails to indicate whether such a transfer would fall within the 
statute. It cannot be determined from the case, therefore, whether a 
transfer is within the statute if there is a possibility of reacquisition but 
no interests are conditioned on survivorship. 

The Court had several choices from which to select in dealing with the 
problem of the value to be included in the gross estate on account of the 
transfer. Previous opinions had by no means foreclosed it from excluding 
the value of some interests.”* Long continued administration sanctioned 
by the courts has approved the use of recognized actuarial computations. 
The decedent created at least three interests (four, if the contingent power 
to appoint by will be considered an interest )—the decedent’s retained life 
estate, the daughters’ life estates and the remainder in the descendants of 
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was intended as a codification and not as a change of law. Sen. Rep. No. 20, 76th 
Cong., Ist Sess. (1939) ; H.R. Rep. No. 6, 76th Cong., Ist Sess. (1939). Finally, in the 
cases which have dealt with estates of decedents dying after February 10, 1939, the 
doctrines of May v. Heiner and Hassett v. Welch have been applied. Comm’r v. Hall, 
Comm’r v. Irving Trust Co., New York Trust Co. v. U.S., Estate of Bertha Low, Estate 
of Nina M. Campanari, all note 23 supra; Estate of J. Elmer Frantz, T.C. Memo. Dkt. 
5058, C.C.H. Dec. 14,601 (M) (1945); Estate of Jasper Bayne, T. C. Memo. Dkt. 4388, 
C.C.H. Dec. 14,381 (M) (1945) ; app. pending; Estate of Francois L. Church, T.C. Memo. 
Dkt. 3489, C.C.H. Dec. 14,287 (M) (1944); Estate of Alice Maud Allen Lombard, 
T.C. Memo, Dkt. 1217, C.C.H. Dec. 13,977 (M) (1944); Estate of Elsie D. Rothschild, 
T.C. Memo. Dkt. 1058, C.C.H. Dec. 13,750 (M) (1944); Estate of Horace Davis 
Pillsbury, T.C. Memo. Dkt. 408, C.C.H. Dec. 13,671 (M) (1943); Estate of Laura B. 
Alexander, B.T.A. Memo. Dkt. 111924, C.C.H. Dec. 13,657 (M) (1943). These cases 
are somewhat weakened by the fact that the possible difference between the position of 
trusts of decedents dying after the Code and of those dying before the Code was 
apparently not considered by the courts. 
26 See Nelson, The Stinson Case (1945) 23 Taxes 245. 
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the daughters. Certainly, as the Court said, no deduction could be allowed 
for the value of the retained life estate. Nor could it be argued with 
much conviction that the Court should have permitted allowance for the 
value of unborn descendants’ interest. But it would have required 
no stretching of the Hallock opinion to have excluded the actuarial value 
of the daughters’ life estates. The life interests were fixed and their 
value determinable. True enough, these estates could not be enjoyed 
until the death of the grantor but is this important in the light of the 
prevailing interpretation of the statute? The issue is confused because 
the Court had uniformly failed to apply the “possession or enjoyment” 
language when dealing with the question of inclusion in the estate but 
fell back on it in the Stinson case when faced with the problem of valua- 
tion. The Stinson opinion, however, affords no ground for an estimate 
of the importance the Court attaches to the element of outstanding posses- 
sion or enjoyment in the valuation problem; the real test would come if 
the Commissioner should try to include the value of an estate in posses- 
sion at the time of the grantor’s death. The regulations allow the 
exclusion.” It seems clear that, at most, no greater exclusion will be allowed 
by the Court. 

The Field case adds little to the Stinson case. The decedent retained 
income from the property and, as interpreted by the Court, the entire 
property would revert to the decedent if he survived two nieces. As found 
by the Tax Court, the value of the corpus at the time of death was 
$157,452.82, the value of a remainder in this amount payable in any event 
on the death of the survivor of two females of the ages of the nieces was 
$24,930.76 and the value to a man of the age of the decedent at his death 
of the right to receive a remainder in the sum of $157,452.82 if he survived 
two females of the ages of the nieces was $891.18."* The Tax Court 
included the entire $157,452.82 in the decedent’s estate but the Circuit 
Court included only the $24,930.76.*° The Supreme Court upheld the Tax 
Court. “It makes no difference,” said Justice Murphy who spoke for the 
Court, “how vested may be the remainder interests in the corpus or how 
remote or uncertain may be the decedent’s reversionary interest. If the 
corpus does not shed the possibility of reversion until at or after the 
decedent’s death, the value of the entire corpus on the date of death is 
taxable.”*° This language is surely broad enough to encompass any 
transfer under which the decedent retained a string whether or not the 
transfer was conditioned on survivorship. The uncertainty of test remains. 


27 Reg. 105, Sec. 81.17. 

282 T.C. 21 (1943). 

29144 F. (2d) 62 (C.C.A. 2d, 1944). 
30 324 U.S. at 116. 
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The Goldstone case further unsettles the problem. It is easy to sympa- 
thize with the dissent of Justice Roberts who spoke for himself and 
Justice Douglas : 


The court’s decision repudiates Helvering v. Hallock, 309 U.S. 106, and 
other cases which have applied its reasoning.** 


The decedent purchased two contracts, one insuring his life and the 
other providing for certain annuity payments. The contracts were pur- 
chased under a single arrangement and physical examination was waived, 
thus eliminating the insurance risk.*? The proceeds of the insurance were 
payable to the decedent’s wife, if living, otherwise to his two daughters. 
If all beneficiaries predeceased the decedent, the proceeds were to be 
paid to his executors or administrators. The annuity contract provided 
for semi-annual payments of $386.51 to the decedent during his lifetime 
and for the payment of $6,071.46 in the same manner as was provided 
for the proceeds of insurance. The wife was given by both contracts 
the attributes of ownership.** If the wife predeceased the decedent, he 
would have all the rights to the extent not previously exercised by his 
wife. 

The Court, preliminary to its decision of the particular problem, sum- 
marized its view of the Hallock case: 

Section 302 (c), as demonstrated by Helvering v. Hallock, 309 U.S. 106, 
reaches all inter vivos transfers which may be resorted to, as a substitute 
for a will, in making dispositions of property operative at death. It thus 
sweeps into the gross estate all property the ultimate possession or enjoyment 
of which is held in suspense until the moment of the decedent’s death or 
thereafter. Fidelity-Philadelphia Trust Co. v. Rothensies, 324 U.S. 108, 
121. 

This is the first time that the Supreme Court has suggested that the 


statute applies to those transfers by which the decedent has suspended “the 
ultimate possession or enjoyment” until or after death. The catch in 
the phrase is the introduction, without statutory warrant, of the word 
“ultimate.” This adjective renders the statement of doubtful value as a 
guide. The phrase reappears in Justice Murphy’s summary of the con- 
clusion : 


The essential element in this case, therefore, is the decedent’s possession 
of a reversionary interest at the time of his death, delaying until then the 


$1 325 U.S. 687, 694. 

82 Helvering v. LeGierse, 312 U.S. 531 (1941). 

33 They are summarized by the Court as follows: 

“By the terms of each contract the wife had the unrestricted right to assign it, to 
borrow money on it, to receive dividends, to change the beneficiaries and to surrender 
the contract and obtain the surrender value thereof.” 325 U.S. at 689. 

34 Td. at 690. 
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determination of the ultimate possession or enjoyment of the property. The 
existence of such an interest constitutes an important incident of ownership 
sufficient by itself to support the imposition of the estate tax. Helvering v. 
Hallock, supra. The indefeasibility of that interest prior to death or the 
decedent’s possession of other powers of ownership is unnecessary and 
indecisive of estate tax liability.** 


In short, if the decedent possesses until his death such an interest that 
it cannot be ascertained until his death whether the property will revert 
to him or go to others, the property is includible in the gross estate. The 
statement is surely broad enough to require the inclusion in the gross 
estate of any transfer under which the transferor will reacquire the 
property if he survives others, but it still leaves open the question of 
whether a possibility of reacquisition not conditioned on survivorship 
will bring the transfer under the statute. 

The principal interest of the case lies in its rejection of the argument 
that the transfer does not fall within the statute if the possibility of 
reacquisition may be defeated by the act of another person.*® The Court 
relied in part on a construction of the facts of the Stinson case quite at 
variance with the facts set forth in the opinion in the Stinson case.*’ 


35 Td. at 692. 

36 There remains little doubt, in view of the Court’s language, that if the possibility 
of reacquisition has been destroyed before death the transferred property is not 
includible under the provision. The Court said: 

“The disappearance of a decedent’s reversionary interest, together with the resulting 
estate tax liability, prior -to death through events beyond the decedent’s control is a 
possibility in many situations such as the one in issue. Likewise a reversionary interest 
may become vested prior to a decedent’s death because of the occurrence of other 
events beyond the realm of the decedent's volition and unconnected in any way with 
his death. But the imposition and computation of the estate tax are based upon the 
interests in actual existence at the time of the decedent’s death.” 325 U.S. at 693. 

37In a footnote in the Goldstone case, the Court said: 

“Thus, in Fidelity-Philadelphia Trust Co. v. Rothensies, 324 U.S. 108, the decedent’s 
contingent power of appointment was exercisable only if her two daughters died before 
her and left no surviving descendants. If the daughters died first but left surviving 
descendants, it would be certain before the decedent’s death that her power of appoint- 
ment would be nugatory. But such a contingency did not happen. At the time when 
the decedent died there was still the possibility that her power of appointment might 
be effective. The fact that the power of appointment might have been destroyed prior 
to the decedent’s death did not prevent the imposition of the estate tax. The decedent’s 
death was still the decisive factor which enlarged and matured the interests of the 
daughters.” 325 U.S. at 693, n. 3. 

In the Stinson case, the Court said: 

“The remainder interests of the descendants of the daughters were contingent upon 
their surviving both the decedent and the daughters and took effect in possession only 
after the death of the decedent.” 324 U.S. at 111. 
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The Court’s conclusion that the virtual ownership by the decedent’s wife 
of the contracts did not defeat the application of the statute may have far- 
reaching implications. Further development of the subject may finally 
force ‘the courts to make the distasteful choice of either including all 
transfers where another’s act or failure to act may cause the reversion of 
the transferred property to the grantor or of distinguishing cases accord- 
ing to the form of the language used. 

The case of Commissioner v. Irving Trust Co.** will serve to illustrate 
the point. The decedent conveyed property in trust for the benefit of others 
but the trustee was empowered to pay over corpus to the decedent dur- 
ing his lifetime. The Circuit Court held that the discretion of the trustee 
was untrammeled and that the Hallock and Stinson cases had no applica- 
tion.*® Although this opinion preceded the opinion of the Supreme Court 
in the Goldstone case, it was subsequent to the opinion of the same Circuit 
Court which was affirmed in that case. The only basic distinction between 
the two cases is that in one the property could not be reacquired if another 
person acted affirmatively to exercise rights of ownership, while in the 
other the property could not be reacquired unless another person acted 
affirmatively to exercise a power. In neither case was the exercise subject 
to any limitation. 

It is hard to believe that a court which could not accept “unwitty 
diversities of the law of property’’*° as relevant in the application of tax 
measures can find satisfaction in relying upon the inertia of mankind as 
a trait sufficiently characteristic to justify the imposition of estate tax. 
If the Irving Trust Co. case falls, others fall with it.“* To reach such a 


$8147 F. (2d) 946 (C.C.A. 2d, 1945). 

39 The court said: 

“In a case where the return of any part of the corpus to the settlor will depend 
solely upon the discretion of the trustee the true test as to its inclusion in the taxable 
estate of the settlor is whether the trustee is free to exercise his untrammeled discretion, 
or whether the exercise of his discretion is governed by some external standard which 
a court may apply in compelling compliance with the conditions of the trust instrument. 
If the former, the corpus 1s not subject to taxation as a part of the settlor’s estate. In 
the case at bar, the discretion of the trustee was absolute, and no court could compel 
its exercise.” 147 F. (2d) at 949. 

4° Helvering v. Hallock, 309 U.S. at 118. 

41 A leading case on the subject is Estate of Edward Lathrop Ballard, 47 B.T.A. 784 
(1942) (Acq.), aff'd on opinion below, 138 F. (2d) 512 (C.C.A. 2d, 1943). During the 
life of the grantor’s wife, she had full powers, under the terms of the trust, of altera- 
tion, amendment and termination. If the grantor’s wife had predeceased him he would 
have acquired these powers but she survived him. In the absence of amendment, the 
children of the grantor and his wife and the issue of the children would receive the 
transferred property. The evidence established that the grantor’s wife had independent 
means and was capable of handling financial matters. It was held that the rule of the 
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conclusion, it is not necessary to go as far as Justice Roberts, who sug- 
gested in his minority opinion in the Goldstone case that under the majority 
opinion, a gift of property in fee simple to a relative would be a transfer 
intended to take effect in possession or enjoyment at or after death as 


Hallock case was not applicable. The decision was rested on the ground that nothing 
was transmitted by the grantor’s death; the widow clearly took nothing by that event, 
and the interests of the children were at the sufferance of their mother both before and 
after their father’s death. The grantor had, in the view of the court, irrevocably 
parted with the property. 

In Estate of Lloyd v. Commissioner, 141 F. (2d) 758 (C.C.A. 3d, 1944), the trans- 
ferred property would revert to the transferor if the life tenants failed to exercise general 
powers of appointment and died leaving no wives or children. At the death of the trans- 
feror one life tenant was single but the other had a wife and three children. The Board of 
Tax Appeals held that the transfer was indistinguishable from that involved in 
the Hallock case. 47 B.T.A. 349 (1942). The Circuit Court reversed. It concluded that 
the transfers bore no reference to the death of the settlor who had transferred no 
interest contingent on that event; no contingent interest in the settlor terminated, and 
no interests in others vested, because of his death. 

The Court of Claims in Bailey v. United States, 31 F. Supp. 778 (1940), cert. dismissed, 
311 U.S. 721 (1940), held that under the Hallock case insurance proceeds were 
includible although the decedent had assigned the contracts to his wife and son, who 
thereafter paid the premiums, and the only retained interest was that his estate would 
receive the proceeds if he survived his wife and son. 

It would seem that the Ballard case would fall even if the Irving Trust Co. case 
stood. The possibility of reacquisition in the Ballard case depended on survivorship plus 
nonaction by third persons. The Lloyd case did not involve a transfer conditioned on 
survivorship as the court in its decision in that case made clear. If the Supreme Court 
will uphold the tax in reversionary interest cases, even though the transfer is not 
conditioned on survivorship, the Lloyd case becomes indistinguishable from the Gold- 
stone case. Originally, the Supreme Court said in the Goldstone case that its decision 
was inconsistent with the opinions in the Ballard and Lloyd cases but in accord with 
the Bailey decision. 65 Sup. Ct. 1323, 1325, n. 2. Shortly thereafter it withdrew the 
statement and in its revised note, said: 

“The judgment below is stated by the United States to be inconsistent with the result 
reached in Lloyd’s Estate v. Commissioner, 141 F. 2d 758 (C.C.A. 3), and to be in 
harmony with Bailey v. U.S., 31 F. Supp. 778 (Ct. Cls.). The United States also 
claims that the result below is inconsistent with the same court’s prior affirmance of 
Estate of Ballard v. Commissioner, 47 B.T.A. 784, affirmed, 138 F. 2d 512 (C.C.A. 2). 
In view of the manner of our disposition of the instant case, however, we have no 
occasion to determine whether these asserted conflicts exist or whether the decision 
here necessarily controls the factual situations presented in these other cases.” 325 U.S. 
at 690. 

In Estate of Nelson C. Denney, T.C. Memo. Dkt. 5690, C.C.H. Dec. 14,896 (M), 
(1945), this footnote was cited in support of the statement that the Lloyd case was 
distinguishable from the Goldstone case. The Lloyd case was followed. For a further 
discussion see Eisenstein, The Hallock Problem: A Case Study in Administration 
(1945) 58 Harv. L. Rev. 1141, 1174; Note (1945) 1 Tax L. Rev. 95, 98. 
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the property might, upon the death of the donee, be reacquired by the 
donor under the intestate laws.*? 


THE Lower Court Cases 


In view of the confusion existing in the Supreme Court opinions, it can 
hardly be expected that the lower courts will have developed a clear cut 
line of authority and at the outset of the review, it may be well to recog- 
nize that the decisions are confused and conflicting. It may be that 
regulations can be issued which will resolve many of the problems as a 
matter of administrative policy but this is to be doubted. Even if it were 
possible, there would remain the injustice which would continue to flow 
from the application of the statute under any interpretation which the 
Treasury Department, as an administrative agency charged with the 
collection of revenue, could place on the statute. The far-reaching scope 
which judicial interpretation has attributed to the statute renders a 
solution by self-imposed administrative regulations impractical.** 

The expressed premise of the Tax Court, currently at least, is that the 
Supreme Court opinions do not apply unless the transfer is conditioned “* 


42“T cannot distinguish this case from one in which a husband, not in contemplation 
of death, conveys money or property, real or personal, in fee simple to his wife or to 
any other relative. For, in such a case, all, or a portion of the property, may, upon 
the death of the donee, descend to the donor under the intestate laws, and both parties 
to the transaction know this to be the fact. Notwithstanding then that, under the law, 
the wife may, until her death, spend, convey, mortgage or dispose of the property, 
I suppose it will be held that, in as much as all or some of it will descend to him 
if she omits so to do, he will be held, within the meaning of the statute, to have made 
a conveyance to take effect at his death because the only way he can avoid inheriting it 
from the donee is to die. Apparently courts are only to look to the realities of the 
situation, the essential nature of the ownership of the donee, where that spells taxability, 
but are to ignore the true character of the donee’s untrammelled power over the 
subject matter of the gift where so to do spells taxability.” 325 U.S. at 695. 

43For a contrary view see Eisenstein, The Hallock Problem: A Case Study in 
Administration (1945) 58 Harv. L. Rev. 1141. 

441Tt has expressed this view several times. A recent expression is found in Estate 
of Nelson C. Denney, supra, note 41, where it was said, in referring to Estate of Harris 
Fahnestock, 4 T.C. 1096 (1945) : 

“We held, following the Lloyd and Biddle cases, supra, that this was not a survivor- 
ship case, and the property was not includable in the settlor’s estate.” 

The Commissioner, although he has not yet publicly accepted the premise that only 
transfers conditioned on survivorship are includible, perhaps implied as much by his 
acquiescence in various cases relying in whole or in part on the premise. See the 
list of acquiescences at Int. Rev. Bull. 1945-21-12,153. His regulations also point the 
same way, as section 81.17 of Regulation 105 provides in part as follows: 

“Reg. 105, Sec. 81.17 Transfers conditioned on survivorship.—The statutory phrase, 
‘a transfer * * intended to take effect in possession or enjoyment at or after his death,’ 
includes a transfer by the decedent prior to his death (other than a bona fide sale for 
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on survivorship. Estate of Harris Fahnestock** applies this premise. 
The case was decided by the Tax Court after the Stinson case and distin- 
guishes the Fahnestock transfers from the Stinson transfer on the 
ground that the Fahnestock transfers were not conditioned on survivor- 
ship. The decedent had established several trusts, each of which gave life 
income to one of his children, with remainder to such child’s issue, or if 
none, to his sisters or if they were dead, to their issue. In default of 
all these beneficiaries, the property would revert to the decedent or his 
representatives.*® At the time of his death, the combined value of all the 
trust properties was more than $1,000,000 and the actuarial value of his 
retained interests was approximately thirty cents. 
The court said: 


Undoubtedly, when decedent died October 11, 1939, there came to an 
end a very remote possibility that the estate might revert to him. But, so 
far as we can see, the interests of the remaindermen were not enlarged or 
augmented to the slightest degree by reason of his death. The imter vivos 
gifts which were made to them were not in any way made contingent upon 
the death of the decedent, as was the case in the Klein and Hallock cases, 
and decedent’s death added nothing to their ownership. 

... The feature which distinguishes the instant case from the Fidelity- 
Philadelphia Trust Co. case is that in the case at bar the estates created by 
the trust indentures vested and became distributable independently of the 
death of the grantor. If the grantor had died upon the next day after the 
creation of the trusts, this event would not have changed or affected in 
any way the devolution of the trust estates. He retained no string which, 
to use the language of the Supreme Court in the Fidelity-Philadelphia Trust 
Co. case, ‘might have resulted in altering completely the plan contemplated 
by the trust instrument for the transmission of decedent’s property.’ *” 


If the decedent in the Stinson case had survived her daughters and 
their descendants, she would have had the power to dispose of the property 


an adequate and full consideration in money or money’s worth) whereby and to the 
extent that the beneficial title to the property transferred (if the transfer was in 
trust), or the legal title thereto (if the transfer was otherwise than in trust), is not to 
pass from the decedent to the donee unless the decedent dies before the donee or 
another person, or its passing is otherwise conditioned upon decedent’s death; or, if 
title passed to the donee, it is to be defeated and the property is to revert to the 
decedent as his own should he survive the donee or another person, or the reverting 
of the property to the decedent is conditioned upon some other contingency terminable 
by his death.” 

454 T.C. 1096 (1945). 

46Tn several of the trusts the direction was, if the decedent was not living, that the 
property should be distributed by his representatives to his next-of-kin who survived 
the principal beneficiary. The other trusts contained no direction to the legal representa- 
tives as to distribution. The difference is not adverted to in the opinion and it would 
not seem to be of importance in the determination of the case. 

474 T.C. at 1103, 1104 (1945). 

















by her will. If Fahnestock had survived all his children and their issue, 
he would not have reacquired title to the property unless the children 
had survived their issue. For the remainders to fall in, issue of the 
children needed only to survive the children; in the Stinson case, the 
remaindermen would not take unless they survived both the children and 
the decedent. This interpretation of the Stinson case seems justified by 
the facts stated in the opinion. As previously noted, however, the Supreme 
Court in the Goldstone case said of the facts in the Stinson case, that the pos- 
sibility that decedent might reacquire the power to dispose of the property by 
will would have terminated if descendants had been born during the lifetime 
of the decedent and that in such event the property would not have been 
includible in the gross estate.** This interpretation placed by the Supreme 
Court in the Goldstone case on the facts of the Stinson case, whether or 
not based on a misinterpretation of the conditions of the transfer, indicates 
at least the view of the Supreme Court that a transfer so conditioned is 
includible in the gross estate unless the possibility of reacquisition has 
been destroyed before the death of the transferor. The conclusion 
would then be that a transfer is includible in the gross estate if a 
possibility of reversion exists even though interests are not conditioned 
on the grantor’s death. If so, the basis for the distinction drawn by the 
Tax Court between the Fahnestock and Stinson transfers would dis- 
appear and the Fahnestock transfers would be includible in the gross 


#8 Note 37, supra. 

The minority of the court in the Fahnestock case was of the opinion that the Stinson 
case required a different decision than that reached by the majority. This conclusion 
was reached without benefit of the opinion in the Goldstone case. 

“Here, as in that case,” said Judge Turner speaking for the four dissenting judges, 
“the preference of the grantor obviously was that the trust property should go to 
his children and their issue, but, for reasons of his own, he was not willing to make, 
and did not make a full and complete grant of all his rights and interest in the property 
to or for their benefit. Instead, he made the vesting of the estate of each and every 
remainderman contingent upon his (the remainderman’s) surviving the holder of the 
life estate, retaining for himself a contingent reversion in the princip2! of each trust 
which reversionary interest passed at his death to his personal representatives, and the 
ultimate disposition of the property—whether it is to go to the remaindermen named 
in the trust instrument or is to go to the beneficiaries of the decedent’s estate, as pro- 
vided by his will or the laws of descent and distribution—is suspended until the 
happening or failure of the contingencies which the decedent by the trust instrument 
has imposed. If in the Fidelity-Philadelphia Trust Co. case the retained power of 
appointment was a ‘string’ sufficient to bring the trust corpus into the grantor’s gross 
estate, then by comparison the reversionary interest retained by the grantor in the 
instant case approaches the proportions of a rope, or if not a rope, a cord, certainly 
much stronger than the string in the Fidelity-Philadelphia Trust Co. case.” 4 T.C. at 
1106. 
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estate unless the factor of the extreme improbability of reacquisition 
would serve as a ground for exclusion.*® 

Although the Tax Court purports in the Fahnestock and similar cases 
not to apply the statute unless the relative order of the deaths of the 
transferor and others has a bearing on the ultimate disposition of the 
property, several of its decisions have upheld the tax without the presence 
of this element. In Estate of William Walker,”® the property would be 
reacquired by the decedent or his estate only if his two grandsons died 
without wives or issue and without exercising powers of appointment but 
there was no relation between the decedent’s death and the falling in 
of remainders. The court held, however, that the trusts were includible, 
relying on the Stinson case in the Circuit Court of Appeals.** The 
explanation for the result reached in the case may be that the opinion was 
given before the Tax Court had developed the distinction between 
reversionary interests conditioned on survivorship and reversionary 
interests not so conditioned. A similar explanation cannot be made for 
some other decisions of the Tax Court.*’ It is not very satisfying to 
explain them on the ground that the Tax Court failed to analyze the 


#9 number of Tax Court cases have reached the same result as the Fahnestock 
case although the reasoning employed has not always been entirely clear. Estate of 
John H. Eckhardt, 5 T.C. 673 (1945) ; Estate of Mary B. Hunnewell, 4 T.C. 1128 (1945) ; 
Estate of Sallie Houston Henry, 4 T.C. 423 (1944); Estate of Benjamin L. Allen, 3 
T.C. 844 (1944) ; Frances Biddle Trust, 3 T.C. 832 (1944). The Commissioner, by his 
recent acquiescence in these and other cases, has indicated his approval of them. 
Int. Rev. Butt. 1945-21-12,153. 

594 T.C. 390 (1944), app. pending. 

51 Jn this connection, the court said: 

“Perhaps the case most nearly resembling the present facts is Fidelity-Philadelphia 
Trust Co. v. Rothensies [Stinson Estate], 142 Fed. (2d) 838 (C.C.A. 3d Cir.) There 
decedent left two unmarried daughters for whose benefit she had created a trust 
during her lifetime. Income was to be paid to the daughters for their lives, and the 
principal was given to their issue, if any, otherwise to revert. The Court held the trust 
property includible in decedent’s estate. Considering that the grandchildren here are 
entitled only to the income unless they reach certain ages and then are to succeed to the 
principal in the sole discretion of the trustees, of whom decedent was one, it is 
difficult to say here any more than in the Fidelity-Philadelphia case that the ultimate 
takers were in being at the time the trust was created. While certiorari has been granted 
in that case,—U.S.—(Oct. 9, 1944), it is limited to the quantum of inclusion, an issue 
which, as will presently appear, has been eliminated from this proceeding. For all of 
the foregoing reasons, we take the view that the present transfer in trust must be 
treated, to the extent that respondent has done so, as one intended to take effect 
in possession or enjoyment at or after death.” 4 T.C. at 399. 

52 Estate of Charlotte D. M. Cardeza, 5 T.C. 202 (1945) ; Estate of Charles Curie, 4 
T.C. 1175 (1945), app. pending. Estate of Albert E. Nettleton, 4 T.C. 987 (1945) was 
decided before the Fahnestock case. 
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facts carefully and a recent commentator has described Tax Court cases 
as persistently inconsistent.** 

The distinction between a transfer where the order of deaths of the 
decedent and others is of importance in determining the ultimate 
disposition of the property and a transfer where it is not, was 
drawn by the Circuit Court of Appeals for the Third Circuit in Estate of 
Lloyd v. Commissioner.** Income was given to sons of the decedent for 
their lives, and there would have been a reacquisition by the decedent only 
if the sons died failing to exercise powers of appointment, and leaving 
no wives or children. The court pointed out that the interests of others 
did not depend in any manner on the death of the decedent.* 

For some time, the Tax Court did not give even lip service to the 
distinction between survivorship and other cases. In a number of cases, 
the survivorship element was absent but the Tax Court took the position 
that although express reversionary interests were involved, they were too 
remote to justify including the transferred property in the estate.°° The 
main problem in the remote reversionary interest cases arises where the 
property will revert as a matter of law if the decedent survives all the 


58 Eisenstein, The Hallock Problem: A Case Study in Administration (1945) 58 
Harv. L. Rev. 1141, 1147. It has also been said that the Tax Court “has successively 
adopted so many different approaches to this problem that its gyrations are almost 
impossible to follow.” Note (1945) 1 Tax L. Rev. 95, 100. 

54141 F. (2d) 758 (C.C.A. 3d, 1944). 

55The court said: 

“In the present case, the settlor’s transfers bore no reference whatsoever to his death. 
He transferred no interest to anyone contingently upon that event. Whether he lived 
or died the trusts were ‘the same and unaffected.) Shukert v. Allen. Nothing passed, 
or was intended to pass, in virtue of the trusts, from the deceased settlor to the living. 
May v. Heiner. Not even did the fixed trust interest of one beneficiary terminate and 
that of another begin upon the settlor’s death or at any related time. Reinecke v. 
Northern Trust Company. No interest in the properties was either created or augmented 
by the settlor’s death. Klein v. U.S., and Rothensies vy. Huston. Nor did a contingent 
interest in the settlor terminate and vest in others because of the settlor’s death. 
Helvering v. Hallock. As to the whole of the Lloyd trust properties, the transfers were 
complete when made and, upon the settlor’s execution of the supplemental indentures 
on December 27, 1926, they became irrevocably absolute. The settlor never had a tie or 
string by which he might draw back to himself the trust properties or any portion 
of them and, after his exhaustion in 1926 of the limited power to alter but not revoke 
the trusts, the properties were thenceforth wholly beyond his control or any influence 
from his death.” 141 F. (2d) at 762. 

This case is also discussed supra, note 41. 

56 Estate of Benjamin L. Allen, 3 T.C. 844 (1944); Frances Biddle Trust, 3 T.C. 
832 (1944); Estate of Henry T. Sloane, T.C. Memo. B.T.A. Dkt. 108473, C.C.H. Dec. 
13,986 (M) (1944); Estate of Charles E. Lipscomb, T.C. Memo. Dkt. 267, C.C.H. Dec. 
13,979 (M) (1944); Estate of Abby R. Smith, T.C. Memo. B.T.A. Dkt. 109946, C.C.H. 
Dec. 13,949 (M) (1944). In all these cases appeals were taken but subsequently were 
withdrawn. 
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beneficiaries. The Tax Court now treats a reverter by operation of law, 
if not very remote, as bringing the transfer within the statute. In Estate 
of Thomas P. Leaman,” the decedent transferred property in trust, income 
to himself for life and principal to children surviving him and to issue 
of any predeceased child.** At the time of transfer, the decedent had two 
sons and when he died he was survived by his wife, one son and a 
daughter of that son. By operation of law, the decedent would have 
reacquired the property if he had survived his children and their issue. 
The value of the transferred property at the time of death was $90,406.51 
and the value of the reversionary interest was $1,139.12. The Tax Court 
sustained the inclusion of the entire value in the gross estate: 


. .. Obviously the grantor had not done everything he thought he could 
do to give away the corpus. Should he have survived his son and grand- 
daughter, there would have remained his wife and/or his next of kin to 
inherit his estate. It is clear that he intended the transfer to take effect at 
his death, even though he did not see fit to insert the surplus provision that 
the corpus return to him.*® 


If the possibility of reacquisition arises by operation of law and is 
remote, the courts have been unwilling to uphold the imposition of the 
tax even if the survivorship element is present. A leading case on the 
subject is Commissioner v. Kellogg.®° The decedent retained income for 
life and, as construed by the court, the property transferred in trust 
would have reverted to the grantor through failure of the trust if he had 
survived his wife, his children, his grandchildren, the next-of-kin of 
his children and his own next-of-kin.** When the trust was created the 
grantor’s wife and four children were alive and all survived him. The 
court pointed out that the grantor had “during his lifetime disposed of 
his interests in the corpus of the trust as well as any man could,” and 
that “no inter vivos trust can ever be made that would not be includible 
in the grantor’s estate for the purpose of taxation if the petitioner’s view 
prevails.”” Mention was made of the fact that the trust instrument pro- 
vided no string whereby the grantor might reacquire the property.°* The 
transfer was held not to fall within the statute. 


575 T.C. 699 (1945). 

58 Decedent retained the power to appoint one-third of the principal to his wife if 
she survived him and this power he exercised. The court, by reason of its decision 
on the main point, did not find it necessary to consider the effect of this reserved power. 

595 T.C. at 702. 

60119 F, (2d) 54 (C.C.A. 3d, 1941). 

61The court noted the difficulty a person might encounter in predeceasing his own 
next-of-kin. 

62119 F. (2d) at 57. 
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If the retained life estate element is eliminated, the case surely reaches 
a just result in excluding the value of the transferred property from the 
gross estate. The court rejected the argument that May v. Heiner was 
no longer good law, so that the life estate became of importance only from 
the standpoint of conditioning the interests of beneficiaries on surviving 
the decedent. No one who predeceased the decedent could acquire the 
property. On the other hand, the property would go under the trust 
instrument unless he survived all the contingent remaindermen including 
his own next-of-kin. If it be conceded that he could survive his own 
next-of-kin, however, the basis for a logical distinction from the Stinson 
and Field cases disappears. It is the teaching of those cases that the 
degree of likelihood of the happening of the contingency is of no impor- 
tance. The court which decided the Kellogg case has suggested that the 
case may have lost its authority.** That the logic of the Stinson and 


®63Jn Eldredge v. Rothensies, 150 F. (2d) 23 (C.C.A. 3d, 1945), cert. denied,—U.S. 
—(1945), the court said: 

“Plaintiffs here rely, as they did in the Court below, on the Kellogg and Lloyd cases. 
We think that those cases can be distinguished from the instant case. In neither case 
was a power of appointment retained by the settlor, an element held to be a vital factor 
by the Supreme Court in the Stinson Trust case, supra. In any event, insofar as the 
decisions in these two cases, or any expressions in the opinions, may be in any way 
inconsistent with the Fidelity-Philadelphia case, supra, they must be taken to be over- 
ruled.” 150 F. (2d) at 24. 

Nevertheless, the courts have continued to follow the Kellogg case. In Comm’r 
v. Hall, — F. (2d)—(C.C.A. 2d, 1946), the court said: 

“The principal contention is that the grantor retained a possibility of reverter, 
however remote, which requires inclusion of the trust property in his gross estate. 
We think not. The property was conveyed to the trustee; the grantor’s life interest 
was followed by the life interests of the named beneficiaries who survived him, with 
remainders over upon their death, and, if all the foregoing gifts failed, remainders 
were given to ‘the other next of kin of the grantor’ (paragraph 5). Then to preclude 
all possibility of reverter in case the property should fail to pass under paragraph 5, by 
paragraph 6 he gives remainders to his next of kin. We cannot see that he retained 
any ‘string’ by which he could regain possession or control of the trust property or that 
his death altered any of the interests created by the trust instrument. The only 
possibility of reverter he had was the possibility that by operation of law the property 
might revert to his estate in case he should survive his own next of kin—if that be 
conceivable. Such a possibility does not subject the property to an estate tax. 
Commissioner v. Kellogg, 119 F. 2d 54 (C.C.A. 3) ; Lloyd’s Estate v. Commissioner, 141 
F. 2d 758 (C.C.A. 3) ; Commissioner v. Lasker’s Estate, 141 F. 2d 889 (C.C.A. 7). And 
the recent Supreme Court decisions upon which the commissioner relies—Fidelity Co. v. 
Rothensies, 324 U.S. 108; Commissioner v. Estate of Field, 324 U.S. 113; Goldstone 
v. U.S., 325 U.S—(June 11, 1945)— do not require a contrary holding.” 

Estate of J. Elmer Frantz, T.C. Memo. Dkt. 5058, C.C.H. Dec. 14,601 (M) (1945) 
is to the same effect. 

The Circuit Court’s decision in the Kellogg case affirmed the Board of Tax Appeals, 
and the Commissioner has recently acquiesced in the decision of the Board, thereby 
indicating approval of the decision. Int. Rev. Buty. 1945-21-12,153. 
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Field cases might force such a result indicates the extent to which the 
statute may be stretched by the courts. 

There are many variations in transfers raising the problem of taxability 
under the statute and no useful purpose would be served by reviewing 
all of them. Transfers in trust with a power to invade for the benefit of 
the donor have been touched upon and the point made that perhaps they 
all fall under the Goldstone case. Until the present, at least, if the trustee 
is disinterested or has an adverse interest, and the power is purely discre- 
tionary, the transfer has escaped tax.®° If, however, the trustee is governed 
by a limitation that the invasion shall be for the decedent’s maintenance, 
the property has been included.** 

The dangers which lurk in the statute as presently interpreted are 
further illustrated by Mullikin v. Magruder.®** The decedent transferred 
an interest in a partnership to his son, retaining a life estate which was 
disregarded because the transfer was prior to the Joint Resolution of 
March 3, 1931. Under the terms of the transfer, if the partnership 
should terminate dunng the transferor’s lifetime he would be entitled to 
receive three-eighths of the firm assets. This possibility of reacquisition 
was held to bring the transfer of the three-eighths interest within the 
statute.°* 


64 Supra, page 302 et seq. 

65 Comm’r v. Irving Trust Co., 147 F. (2d) 946 (C.C.A. 2d, 1945); Estate of Louis 
Stewart, T.C. Memo. Dkt. 861, C.C.H. Dec. 14,338 (M) (1945). 

66 Blunt v. Kelly, 131 F. (2d) 632 (C.C.A. 3d, 1942); Chase Nat. Bank of City of 
New York v. Higgins, 38 F. Supp. 858 (S.D.N.Y., 1941) ; Estate of Margaret P. Gallois, 
4 T.C. 840 (1945), aff'd on other grounds, 45-2 U.S.T.C. J 10236 (C.C.A. 9th, 1945); 
Estate of Ida Rosenwasser, 5 T.C. No. 128 (1945). Bankers Trust Co. v. Higgins, 136 
F. (2d) 477 (C.C.A. 2d, 1943) presents an interesting variation of the problem. The 
decedent had established in 1923 a trust providing for life income to himself and his wife 
and the survivor, with remainders over. If the annual income was less than a certain 
amount the difference was to be paid from principal. At his death the decedent’s expect- 
ancy of life, according to mortality tables, was 3.08 years. The plaintiff agreed that the 
joint feature of the trust might be disregarded and the Court sent the case back to the 
District Court for a determination of the value to a man with an expectancy of 3.08 years 
of successive invasions to make up the annual minimum amount, directing that the deter- 
mination be based on an estimate of the income yield of the trust corpus. The District 
Court has complied with the direction. 5 P-H (1946) § 72,353. 

67149 F. (2d) 593 (C.C.A. 4th, 1945). 

68 The Court said: 

“It is of no moment that in 1929 it was not likely that the partnership in a business 
which had been so long and so successfully prosecuted would be voluntarily terminated. 
The possibility, nevertheless, persisted and there was also the chance that the partnership 
might be terminated by the death of Allan L. Carter since the partnership agreement 
provided only for its continuation in the event of the death of Merville H. Carter. In 
any event, the extent of the taxable estate of a decedent is not to be determined by 
estimating probabilities, as is shown in Fidelity-Phila. Trust Co. v. Rothensies, 65 S. Ct. 
508, 510... .” 149 F. (2d) at 597. 
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This phase of the subject may well close with a sympathetic reference 
to the bachelor who established trusts reserving income for life and provid- 
ing for remainders to designated beneficiaries subject, however, to his 
right to revoke the trust should he marry.®® His failure to marry did 
not deprive the Treasury Department of any estate tax. 





RETROACTIVITY 


Trusts created before September 9, 1916. The date September 9, 1916, 
is important in any consideration of the constitutional problems of 
applying the statute because it marks the introduction into the federal 
revenue system of the first estate tax law and the adoption of the predeces- 
sor of Section 811 (c) of the Internal Revenue Code.*® The Revenue Act 
of 1916 provided that the value of the gross estate of the decedent should 
include all property to the extent of any interest therein of which the 
decedent “has at any time” made a transfer in contemplation of or intended 
to take effect in possession or enjoyment at or after his death.”* No 
express provision was included as to the effect of the statute on transfers 
made prior to the effective date of the Act. The Revenue Act of 1918 
reenacted the provision but inserted the clause “whether such transfer 
or trust is made or created before or after the passage of this Act.’”’"* A 
similar clause was included in subsequent Revenue Acts and in the 
Internal Revenue Code.** 

The present regulations state that the tax applies even though the 
transfer was made prior to the enactment of the Revenue Act of 1916." 
Until 1927 the regulations also provided that pre-1916 Act transfers were 
reached ** but in 1927 they were amended to eliminate this feature and 
to limit the claim of the Treasury Department to transfers made after 
September 8, 1916."* Since 1934 the regulations have asserted tax against 
pre-1916 transfers.”’ 


69 Estate of Homer G. Day, 41 B.T.A. 580 (1940). 

7° Supra, note 6. 

71 Revenue Act of 1916, Sec. 202 (b). 

72 Revenue Act of 1918, Sec. 402 (c). 

73 Revenue Act of 1921, Sec. 402 (c) ; Revenue Act of 1924, Sec. 302 (h) ; Revenue Act 
of 1926, Sec. 302 (h) ; I.R.C. § 811 (h). In the case of the Code provision, the transfers 
as to which the law applies are those made before or after February 26, 1926, which was 
the effective date of the Revenue Act of 1926. 

74 Reg. 105, Sec. 81.17. 

75 Reg. 70 (1926 ed.), Art. 17; Reg. 68, Art. 17; Reg. 63, Art. 19. 

76 TD. 4066, VI-2 Cum. Butt. 337, 338 (1927), amending Reg. 70, Art. 17; T.D. 4065, 
VI-2 Cum.. Butt. 340, 341 (1927), amending Reg. 68, Art. 17; T.D. 4064, VI-2 Cum. 
Butt. 345, 346 (1927), amending Reg. 63, Art. 19. Article 17 of the 1929 Edition of 
Regulations 70 also limited the application to post-September 8, 1916 transfers. 

™T Reg. 105, Sec. 81.17; Reg. 80, Art. 17. 
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In the present state of the law, there seems little doubt that if Congress 
has the power to reach pre-1916 Act transfers it has exercised that power. 
The constitutional authority of Congress to impose such a tax is a 
subject upon which much could be written. But much has already been 
written on the powers of Congress to include transfers made before the 
taxing act,”* and a brief summary of the law would seem adequate. The 
starting point is, of course, Nichols v. Coolidge."® The settlor, before 
death, had completely disposed of all interest in the transferred property 
and there was ample ground to hold that the statute did not apply but 
the Court preferred to rest its decision on the inability of Congress under 
the Fifth Amendment to reach a transfer made prior to the taxing act. 
In the view of the Court, the statute as applied to such a transfer was 
“arbitrary, capricious and amounts to confiscation” in violation of the 
Fifth Amendment. The doctrine of the Court in the case has been some- 
times referred to as the “recall” theory.*° 

The theory has been criticized and it has been suggested that the decision 
in United States v. Jacobs** goes far to destroy retroactivity as a valid 
objection. In that case the Court sustained the constitutionality of the 
estate tax as applied to the full value of a joint tenancy created prior to the 
first estate tax law. But Nichols v. Coolidge was not expressly, or by 
necessary implication, overruled by the Jacobs case or by any other case. 
In the Jacobs case the Court pointed out that estate tax on one-half 
the property might have been avoided by a severance of the joint tenancy. 
In Nichols v. Coolidge, if the transfer was within the statute, the settlor 
could not have avoided the tax by any action during his lifetime. Where 
such a state of facts exists, the Coolidge rule might still be applied, but if, 
after the enactment of the first federal estate tax law, the decedent failed 
to use an available method of freeing the transferred property from the 
tax, constitutional objections should not be allowed. It should not 


781 Pau, FepERAL EstaTE AND Girt TAXATION § 7.03; Ballard, Retroactive Federal 
Taxation (1935) 48 Harv. L. Rev. 592; Lowndes, A Day in the Supreme Court with the 
Federal Estate Tax (1936) 22 Va. L. Rev. 261; Surrey and Aronson, Inter Vivos 
Transfers and the Federal Estate Tax (1932) 32 Cor. L. Rev. 1332, 1366; Notes (1940) 
34 Itt. L. Rev. 867, 868; (1936) 34 Micu. L. Rev. 1002, 1011; (1940) 18 Tex. L. Rev. 
470, 477. 

79 274 U.S. 531 (1927). 

80 See, for example, Mabel Shaw Birkbeck Estate, 47 B.T.A. 803, 806 (1942) and 
Surrey and Aronson, Inter Vivos Transfers and the Federal Estate Tax (1932) 32 
Cot. L. Rev. 1332. 

81 306 U.S. 363 (1939). For the argument that the Jacobs case went far to destroy 
retroactivity as a valid objection, see 1 Paut, FeperaL Estate anp Girt TAXATION 


§ 7.03. 
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matter that there is only one method of freeing the property from tax 
as, for example, by gift to another. 

It may be that this approach is implicit in Commissioner v. Flanders*? in 
which the court upheld the application of the statute to a pre-1916 transfer 
without, however, mentioning that the reversionary interest might have 
been transferred by the decedent during his lifetime. The court pointed 
out that in the Coolidge case, as distinguished from the Flanders case, 
the settlor’s death did not take from him an interest in the corpus or 
augment the estate in the remaindermen. “Such shifting of economic 
benefit,” said the Court, “renders the corpus of the trust taxable under the 
latest utterance of the Supreme Court.” ** 

The Tax Court, after applying the Coolidge case to a pre-1916 transfer 
under which a possibility of reacquisition was retained,** recently recon- 
sidered the matter and in the light of the Stinson, Field and Goldstone 
cases, upheld the tax.*° 

Transfers after September 8, 1916. As to transfers made since the 
Hallock case there should be no doubt of the liability to tax. As to transfers 
made before decision of that case, the regulations provide that if a 
transfer was made after the St. Louis Union Trust Company cases but 


82111 F. (2d) 117 (C.C.A. 2d, 1940). 

837d. at 121. The Court’s full discussion of the point is set forth in the following 
extract: 

“A different situation is presented by Trust No. 4. There the settlor reserved a 
remainder contingent upon his surviving his two younger brothers whose lives measured 
the duration of the trust. In view of the decision of the Supreme Court in Helvering 
v. Hallock, 309 U.S. 106, 60 S. Ct. 444, 84 L. Ed. —, 125 A.L.R. 1368, handed down 
January 29, 1940, we hold the settlor’s possibility of reverter a taxable interest under 
section 302 (c). It is urged that the Hallock case involved a trust created after the 
estate tax law was enacted; and that to apply the statute retroactively to Trust No. 4 
would be unconstitutional, as shown by Nichols v. Coolidge, supra. However, in the 
Coolidge case the settlor’s death determined his life estate but did not take from 
him an interest in the corpus or augment the estate created in the remaindermen by 
the trust deed. In the case at bar, the remaindermen would have taken nothing had 
the settlor survived the term of the trust; his death was the event that destroyed 
his possibility of reverter and brought into being the remainders of which they had 
full dominion. Such shifting of economic benefit renders the corpus of the trust taxable 
under the latest utterance of the Supreme Court.” 

84 Mabel Shaw Birkbeck Estate, 47 B.T.A. 803 (1942). 

85 Estate of Jane B. Barnard, 5 T.C. 971 (1945), app. pending; Estate of Harold I. 
Pratt, 5 T.C. 881 (1945), app. pending; cf. Estate of Myra C. Kitchen,T.C. Memo. Dkt. 
1438, C.C.H. Dec. 14,104 (M) (1944). In Pennsylvania Company, etc., v. U.S., 62 F. 
Supp. 697 (Ct. Cl., 1945) the court upheld the imposition of the tax on property trans- 
ferred in 1912. The retroactive feature of the tax was not discussed. See also, Estate 
of Thomas P. Leaman, 5 T.C. 699 (1945); Estate of Franklin M. Singer, T.C. Memo. 
Dkt. 3867, C.C.H. Dec. 14,280 (M) (1945). But cf. Estate of Louis Stewart, T.C. Memo. 
Dkt. 861, C.C.H. Dec. 14,338 (M) (1945), app. pending. 
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before the Hallock case and the Commissioner determines that the transfer 
resembles the transfers in the St. Louis Union Trust Company cases 
more than it does the transfer involved in the Klein case, the tax does not 
attach. That the Commissioner regards this provision as a voluntary 
concession rather than recognition of a constitutional requirement is 
evidenced by his retention of the power to make the determination as to 
the character of the transfer and by the limitation that, to qualify for the 
exemption, the transfer must have been included for gift tax purposes at 
the full value of the transferred property.*® The distinction drawn between 
transfers made after the St. Louis Union Trust Company cases and those 
made before those cases seems unsound. If property was transferred 
before those cases and the hope that the transfer was not subject to estate 
tax was then apparently realized, why should this transfer be included 
in the gross estate whereas the same transfer made after the St. Louis 
Union Trust Company cases escapes? The line between a transfer un- 
changed in reliance on the Court’s opinion and a transfer made in reliance 
on the decision is thin support for the heavy weight of the estate tax. 


If, however, the exclusion is regarded as voluntary on the part of the 
Commissioner, its rather capricious effects should not be too severely 
criticized. In the Hallock case the Court left open the question whether the 
statute may reach pre-Hallock transfers of a type embraced within the 
St. Louis Union Trust Company cases and created after those cases, 
although it indicated, perhaps, that it was not impressed with the argument 
that reliance on erronéous opinions gives any vested right to tax exemp- 


86 “Where the transfer was made during the period between November 11, 1935 (that 
being the date upon which the Supreme Court of the United States rendered its 
decisions in the cases of Helvering v. St. Louis Union Trust Co. (296 U.S., 39) and 
Becker v. St. Louis Union Trust Co. (296 U.S., 48)), and January 29, 1940 (that being 
the date upon which such Court rendered its decisions in Helvering v. Hallock and 
companion cases (309 U.S., 106)), and the Commissioner, whose determination therein 
shall be conclusive, determines that such transfer is classifiable with the transfers 
involved in such two cases decided on November 11, 1935, rather than with the 
transfer involved in the case of Klein v. United States (283 U.S., 231), previously decided 
by such Court, then the property so transferred shall not be included in the decedent’s 
gross estate under the provisions of this section, if the following condition is also 
met: Such transfer shall have been finally treated for all gift tax purposes, both as 
to the calendar year of such transfer and subsequent calendar years, as a gift in an 
amount measured by the value of the property undiminished by reason of a provision 
in the instrument of transfer by which the property, in whole or in part, is to revert 
to the decedent should he survive the donee or another person, or the reverting 
thereof is conditioned upon some other contingency terminable by decedent’s death.” 
Reg. 105, Sec. 81.17. 
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tion.*’ The problem has been given little consideration by the courts 
although it has been said that no rights were acquired from the decisions.** 
It is highly unlikely that the Supreme Court will sustain a plea that a 
transfer of the St. Louis Union Trust Company type is free from tax if 
made before the Hallock decision. A sound constitutional or statutory 
basis for such a rule is lacking and a taxpayer must be a confirmed optimist, 
indeed, to hope for tax exemption, except through the Commissioner’s 
grace. 





TRANSFERS OF RETAINED INTEREST TO Avoip EstaTE Tax 


Many taxpayers who made transfers many years ago in reliance upon 
the view, then justified, that the transferred property would be free from 
estate tax now find that their estate plans may be disrupted by a possible 
application of the Hallock case. The situation may be particularly harsh 
if the string arises from operation of law or was retained as a precaution 
against the remote possibility of the failure of a trust through the 
happening of an unlikely combination of events. Can the transferor 
transfer the retained interest and thus avoid the estate tax? 

Until recently it was thought that the transfer or release of the retained 
interest might result in gift tax. The basis for this view lay in the opinion 
of the Supreme Court in Estate of Sanford v. Commissioner*® which 
went very far in construing the gift tax and the estate tax as in pari 
materia, and to a large extent, mutually exclusive.*° It would follow that 
‘as a retention of a possibility of reacquiring the property would subject the 
property to estate tax, no gift tax would be payable on the original transfer. 
Under this theory the transfer or release of the retained interest might 
free the property from estate tax, but it would subject the property to gift 
tax. This problem was set at rest by the Supreme Court in Smith v. 


87 The Court said: 

“We have not before us interests created or maintained in reliance on those cases. 
We do not mean to imply that the inevitably empiric process of construing tax legislation 
should give rise to an estoppel against the responsible exercise of the judicial process. 
But it is a fact that in all the cases before us the settlements were made and the 
settlors died before the St. Louis Trust decisions.” 309 U.S. 106, 119. 

88 Central Nat. Bank of Cleveland v. United States, 41 F. Supp. 239, 247 (Ct. Cl., 1941). 

89 308 U.S. 39 (1939). 

®°Tn the case the Court said, 308 U.S. at 45: 

“We think, as was pointed out in the Guggenheim case, supra, 285, that the gift tax 
statute does not contemplate two taxes upon gifts not made in contemplation of death, 
one upon the gift when a trust is created or when the power of revocation, if any, is 
relinquished, and another on the transfer of the same property at death because the 
gift previously made was incomplete.” 
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Shaughnessy** and Robinette v. Helvering.*? In these cases the Court 
expressly rejected the contention that the two taxes are mutually exclusive 
and held that a gift tax was payable even though the grantor had retained 
a possibility of reacquisition. It was held that the gift tax was to be 
measured by the full value of the transferred property diminished only 
by the value of the retained interest and that the burden of proving that 
the retained interest had any value was on the taxpayer.** 

The disposition of the retained possibility of reverter will not, then, be 
treated as the act of effecting the transfer of the entire property for gift 
tax purposes, and, it seems clear, should not result in a gift tax based 
on any value exceeding the value of the retained interest transferred. But 
there remains the important question whether the second transfer will be 
effective to free the property from estate tax. The sole reason for the 
second transfer, in practically every case, will be to avoid the estate tax. 
Until Allen v. Trust Company of Georgia®™ such purpose raised the 
specter of contemplation of death.** There the decedent had established 


91318 U.S. 176 (1943) ; (1943) 56 Harv. L. Rev. 1010. 

92318 U.S. 184 (1943) ; (1943) 12 Brooxtyn L. Rev. 146. 

83 As to the question of the value of the retained intcrest, the Court said in the 
Robinette case, 318 U.S. at 188: 

“In the Smith case, the grantor had a reversionary interest which depended only 
upon his surviving his wife, and the government conceded that the value was therefore 
capable of ascertainment by recognized actuarial methods. In this case, however, the 
reversionary interest of the grantor depends not alone upon the possibility of survivor- 
ship but also upon the death of the daughter without issue who should reach the age 
of 21 years. The petitioner does not refer us to any recognized method by which it 
would be possible to determine the value of such a contingent reversionary remainder. 
It may be true, as the petitioners argue, that trust instruments such as these before 
us frequently create ‘a complex aggregate of rights, privileges, powers and immunities 
and that in certain instances all these rights, privileges, powers and immunities are not 
transferred or released simultaneously.’ But before one who gives his property away 
by this method is entitled to deduction from his gift tax on the basis that he had 
retained some of these complex strands it is necessary that he at least establish the 
possibility of approximating what value he holds. Factors to be considered in fixing 
the value of this contingent reservation as of the date of the gift would have included 
consideration of whether or not the daughter would marry; whether she would have 
children; whether they would reach the age of 21; etc. Actuarial science may have 
made great strides in appraising the value of that which seems to be unappraisable, 
but we have no reason to believe from this record that even the actuarial art could 
do more than guess at the value here in question. Humes v. United States, 276 U.S. 487, 
494.” 

94_U.S.—(Jan. 28, 1946). 

®5 The case of Farmers’ Loan and Trust Co. v. Bowers, 98 F. (2d) 794 (C.C.A. 2d, 
1938), cert. denied 306 U.S. 648 (1939), went some distance in emphasizing the motive 
of avoiding death taxes as a contemplation of death purpose. For example, the court 
said, at page 798: 

“The correctness of the charge as to what the jury should regard as a ‘substantial’ 
motive is not the real problem, but whether the instruction that if ‘the motive of 
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spendthrift thrusts for the benefit of a son and daughter but had retained 
the power to amend with the consent of the beneficiary and the trustee. 
Some years after the creation of the trust the Supreme Court held in 
Helvering v. City Bank Farmers Trust Co.** that the reservation of a 
power to amend brought the corpus into the estate even though the power 
was exercisable only with the consent of another. The decedent was 
advised to this effect and accordingly renounced the power. The release 
was within two years of death (the statutory presumption that it was made 
in contemplation of death therefore applied®’) and it “was designed to 
carry out his original purpose in setting aside the property freed from 
all claims, tax or otherwise.” ** The lower courts held that the release was 
not in contemplation of death®® and the Supreme Court affirmed. 


The Court said: 


. . . This is not a case where a settlor, having made one plan for the 
disposition of his property, later makes a different one to avoid death taxes. 
Mr. Spalding, in making the release, did what he originally intended to do— 


avoiding the estate tax played a substantial part in causing Astor to make the transfers, 
the transfers must be held to have been made in contemplation of death, * * *” (Record 
p. 505), stated the correct rule of law.” 

The court held that the rule of law was correctly stated. But the facts of the case 
were of a nature to indicate contemplation of death. Some cases explained the 
language of the Farmers’ Loan and Trust Co. case in the light of the facts and retused 
to place much weight on the motive of estate tax avoidance. In Denniston v. Comm’r, 
106 F. (2d) 925 (C.C.A. 3d, 1939), the decedent had released a reserved power mainly 
to avoid estate tax. The court said, at page 928: 

“We think that because in carrying out a plan to provide for her children the donor 
uses a method which she thinks is best calculated to save death taxes the conveyance 
is not thereby conclusively stamped as ‘in contemplation of death.’ The desire to 
avoid estate taxes may be just as clearly present in the mind of a young and vigorous 
donor who thinks of death as far distant as in that of one who is old and feeble and 
who looks momentarily for its coming. Standing alone it cannot be deemed conclusive 
of a mental state such as is contemplated by the statutory phrase ‘contemplation of 
death.’” 

The court then distinguished the Farmers’ Loan and Trust Co. case on the basis of 
the age and failing health of the donor. 

The weight of authority prior to the decision of the Allen case, however, seemed to 
support the view that a motive to avoid estate taxes brought the transfer within the 
contemplation of death provision. Commonwealth Trust Co. of Pittsburgh v. Driscoll, 
50 F. Supp. 949 (W.D. Pa., 1943) ; aff’d on opinion below, 137 F. (2d) 653 (C.C.A. 3d, 
1943), cert. denied, 321 U.S. 764 (1944); First Trust & Deposit Co. v. Shaughnessy, 
134 F. (2d) 940 (C.C.A. 2d, 1943), cert. denied, 320 U.S. 744 (1943) ; Slifka v. Johnson, 
63 F. Supp. 289 (S.D.N.Y. 1945); Estate of Frank A. Vanderlip, 3 T.C. 358 (1944); 
app. pending. 

96206 U.S. 85 (1935). 

®7 Revenue Act of 1926, § 302 (d), as amended by Revenue Act of 1934, § 401. 

®8__U.S, at—, 66 Sup. Ct. at 390. 

9955 F. Supp. 269 (Dist. Ga. 1944) ; aff'd 149 F. (2d) 120 (C.C.A. 5th, 1945). 
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to make complete and absolute gifts to his children, freed of all claims, 
including taxes. Retention of the power to amend would have brought the 
trust property into Mr. Spalding’s estate and subjected it to the estate 
tax lien. His purpose to take care of his children, come what may, might 
thus have been thwarted or impaired. He guessed wrong on the law, when 
he retained the power to amend. When he rectified the error, he was in 
good faith, endeavoring to complete his original project, not to give his 
children more than he at first intended in order to save taxes. What he 
did in 1937 was merely to accomplish by an additional step what he assumed 
he had already done. The findings make plain that the establishment of 
the trusts in 1925, their enlargement in 1934, and the release of the power 
to amend in 1937 were parts of one integrated transaction. That is a finding 
of fact which we are not at liberty to disturb on this record. On these 
facts, his desire to avoid death taxes does no more than establish that he did 
not want his plan to underwrite the necessities of his children and grand- 
children jeopardized. His desire to make adequate provision for them 
remained the dominant motive or so the triers of fact could properly find.*°° 


This opinion, combined with the dictum in the Goldstone case that if 
the possibility of reacquistion has been destroyed before death the transfer 
will not be included in the estate,* should in most cases offer a road of 
escape to persons who have made transfers retaining possibilities of 
reverter. The problem is somewhat different, however, from the release 
of a power to alter or amend. A possibility of reacquisition or reverter 
is in the nature of a property interest. In order to dispose of it effectively, 
it would probably be necessary to transfer the interest to some designated 
persons or classes.*°* The language of the Court in Allen v. Trust Com- 
pany of Georgia does not entirely exclude the possibility that the transfer 
of the retained interest might be in contemplation of death if the reason 
for it is to avoid estate taxes. It might be “a case where a settlor, having 
made one plan for the disposition of his property, later makes a different 
one to avoid death taxes.”’*°* The Court might, however, take into account 
probabilities in such cases; if the possibility of reacquisition were very 
remote the transfer of the retained interest should not be regarded as 
a different plan for the disposition of the property. 

It is arguable that even if the transfer of the retained interest were 
deemed to have been made in contemplation of death only the value of that 
interest is includible in the estate. The concept of a transfer as “in 
contemplation of’’ death if its effect is to release the string retained under 


100__U.S. at—, 66 Sup. Ct. at 392. 

101 325 U.S. at 693; supra, note 36. 

102 A release of the retained interest might leave the interest not provided for, with 
the result that there might be a possibility of reacquisition by operation of law. 

108_U).S. at—, 66 Sup. Ct. at 392. 
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a prior transfer “intended to take effect . . . at or after” death is somewhat 
staggering. The statute requires the inclusion in the gross estate of the 
value of property to the extent of any interest therein of which the decedent 
has made a transfer in contemplation of death.“ If the language “to the 
extent of any interest therein” is given weight it might be that the only 
interest transferred in contemplation of death would be the retained 
interest of the decedent. But if it had not been for the second transfer, 
the gross estate would have included a value substantially in excess of 
the retained interest. A second transfer made in contemplation of death, 
therefore, may free no part of the transferred property from estate tax.’ 

Some persons have transferred all retained interests to charitable organ- 
izations. Such transfers avoid liability for gift tax but it is questionable 
whether they succeed in their main purpose of avoiding estate tax if a like 
transfer to a noncharitable donee would be in contemplation of death 
and not free the property from estate tax. The statute includes all transfers 
in contemplation of death and no special treatment is accorded transfers 
to a charity in contemplation of death. The special treatment of transfers 
to charitable organizations is found in the provisions granting deductions 
from the gross estate.*°* The deduction is limited to the value of the property 
transferred to charity and in the event that it is uncertain that charity 
will ever receive any of the property, no deduction is allowed.” 


1047 R.C. § 811 (c). 

105 In the case of the release of a reserved power of the type covered by § 811 (d), 
the statutory language seems to assume that the entire value of the property shall be 
included if the release was in contemplation of death. I.R.C. § 811 (d) (4) ; cf. Denniston 
v. Comm’r, supra note 95, and Allen v. Trust Company of Georgia, supra, note 94. 

106T R.C. § 812 (d). 

107 Humes v. United States, 276 U.S. 487 (1928) ; Reg. 105, Sec. 81.44 and Sec. 81.46. 
The latter provides in part as follows: 

“If as of the date of decedent’s death the transfer to charity is dependent upon the 
performance of some act or the happening of a precedent event in order that it might 
become effective, no deduction is allowable unless the possibility that charity will not 
take is so remote as to be negligible.” 

The case of Martha E. Gaston Estate, 2 T.C. 672 (1943), is of interest on the point. 
The decedent established an inter vivos trust in 1928, under the terms of which she 
reserved income for her life and on her death her granddaughter was to receive 
income during her life and upon the latter’s death the principal was to be distributed 
to her issue. If she died without issue, however, the property would be disposed of by 
the grantor’s will. The decedent-grantor provided in her will that if her granddaughter 
died without issue the trust property should pass to a designated charity. The court 
held that the retained conditional power of appointment brought the transfer within 
§ 811 (c). The court refused to allow any deduction for a bequest to charity, saying 
at page 675: 

“An appealing argument might be made in the instant case that, even if there should 
be a failure of issue of the granddaughter and the remainder interest should pass 
































1946] POSSIBILITIES OF REACQUISITION AND THE FEDERAL ESTATE TAX 323 


It would seem, however, that if a transfer of a reversionary interest is 
made to charity for the purpose of avoiding estate tax, the courts in 
most cases would consider that the settlor has done no more than establish 
that he did not want his original plan to be jeopardized by taxes. In fact, 
in most cases, the charitable intent will be lacking. 

Although there may be no certainty that a transfer of an interest 
retained under an inter vivos transfer will free the property from estate 
tax, there is an excellent chance in many cases that it will, even if it is 
motivated by a desire to avoid estate taxes, and if the interest is of no 
particular value to its creator he might do well to transfer it. 


CoNCLUSION 


Nothwithstanding the confusion in the law, the following may be said: 


(1) Any transfer of property expressly so conditioned on survivorship 
that the transferor would have reacquired the property unless designated 
persons or classes of persons survive him, is a transfer “intended to take 
effect in possession or enjoyment at or after his death” and is includible 
in the transferor’s gross estate. There is no sound basis for the view 
that mere improbability of reacquisition will render the transfer 
excludible. 

(2) Ifthe transferor of property would have reacquired it by operation 
of law if he had survived the remaindermen designated in the transfer, 
the transferred property is probably includible in the gross estate in all 
cases where the possibility of reacquisition is not remote. This point is 
not so clear but the cases seem to indicate such a result and no case has 
developed any sound basis for distinction from an expressed reservation. 
On the other hand if the possibility is very remote, the courts show 
a decided reluctance to sustain the imposition of the tax. The view the 
Supreme Court would take, however, is problematical. 


(3) The Tax Court has said in a number of cases that if the survivor- 
ship element is lacking the presence of a reversionary interest is not suffi- 


under the appointment which the decedent made in her will, it would go to a 


recognized tax-exempt charity and would therefore be deductible from the gross 
estate. The fallacy of that argument is that it fails to give effect separately to the 
provisions of the statute for the determination of the gross estate and to the deductions 
therefrom in the determination of the net estate. Under the scheme of the statute the 
value of the gross estate must first be determined in accordance with section 811. The net 
estate must then be determined by allowing the deductions provided for in section 812. 
Section 812 (d) permits the deduction from the gross estate of bequests to certain 
recognized charities, the Job Haines Home for the Aged being of that character, but 
the deduction is allowable only when the bequest is certain to take effect and is 
capable of reasonably accurate valuation.” 
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cient to bring the transfer within Section 811 (c). The Commissioner 
has recently indicated approval of this view. The ultimate outcome, if 
the question is squarely presented to the Supreme Court, is in doubt. There 
are implications in the Goldstone case that survivorship is not an essential 
element. 

(4) If transferred property is includible because of a possibility of 
reacquisition, no reduction in value will be allowed except for the value 
of an outstanding life estate. The Supreme Court has not passed upon 
the question whether there may be a reduction for the value of an out- 
standing life estate but in view of the regulation permitting such reduction, 
it is probable that the Supreme Court would reach the same result. 

(5) The status of May v. Heiner in the Supreme Court is uncertain. 
It has not been expressly overruled and it is doubtful that it is overruled 
by implication. Perhaps, as Judge Frank has said, the Government, by a 
strategy of flank attacks, has worn down May v. Heiner.’® It is relatively 
clear, in the light of the Stinson and Field cases that a transfer made before 
March 3, 1931, with a reserved life income to the transferor and any 
possibility of reacquisition, must be deemed a transfer intended to take 
effect at or after death, even though the possibility is not expressly con- 
ditioned on survivorship. 

(6) The Goldstone case establishes that the granting by the transferor 
of a power to defeat the possibility of reacquisition will not remove the 
transfer from the statute. A logical extension of this doctrine would be 
that if anyone, by exercise of a power granted by the transferor, can 
revest the transferred property in the transferor, the transfer falls within 
the statute. Under the doctrine of the Goldstone case if the possibility of 
reacquisition is destroyed before the transferor’s death, the statute no 
longer applies.*”° 

(7) There seems to be little basis for a view that the application of 
the statute to transfers made before the first estate tax law will be held 
unconstitutional. Nichols v. Coolidge is distinguishable for in that case 
the decedent had parted before death with all his interests in the property. 

(8) In view of the Goldstone case and Allen v. Trust Company of 
Georgia, it is probable that a retained possibility of reacquisition may be 
transferred and estate tax avoided, even though the motive of the transfer 
was to avoid estate tax. 

108 Dissenting opinion Comm’r v. Hall, — F. (2d) at — (C.C.A. 2d, 1946). 


109Tf the destruction is by transfer in contemplation of death, however, the property 
may still be includible. 
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In considering the question of possible legislation, transfers may be 
divided into three categories, (a) those made by persons who have 
died, (b) those heretofore made by persons still living, and (c) those 
which may be made hereafter. Those falling under (b) might be treated 
differently from those falling under (a) on the ground that in the case 
of persons now holding reversionary interests the estate tax might be 
avoided by transfers of such interests. This argument, however, hardly 
justifies separate treatment. In the first place, it is by no means clear 
that transfers of retained interests will in all cases remove the property 
from the gross estate.**° In some cases the holders of the reversionary 
interests will be incompetent or for some other reason unable to execute 
further transfers. In many instances the holders will not know of the 
problem or its possible solution. On the whole it is believed that all prior 
transfers should be treated alike in any relief granted, and the discussion 
of remedial legislation is therefore divided into that relating to prior 
transfers and that relating to future transfers. 

Prior transfers. One choice is, of course, to make no change in the 
statute. In this case the Treasury Department might follow the program 
it now appears to have adopted, of not directly attacking May v. Heiner 
and of not asserting tax claims in reversionary interest cases unless 
interests of others are conditioned on surviving the decedent.’ It is at 
least possible that the Supreme Court would overrule May v. Heiner 
and would also include any transfer involving a reversionary interest 
though unaccompanied by a survivorship element. Certainly until the 
Supreme Court spoke on these subjects there would be doubt as to the 
necessity of the Treasury Department’s limiting itself, and administration 
of a statute on the basis of self-denial by an administrative agency is 
satisfactory neither to the agency nor to the public affected. 

Furthermore, even if the Treasury Department consistently followed 
such a policy, many injustices would remain. Remote possibilities of 
reacquisition, if interests of others were conditioned on survivorship, 
would require the inclusion of transferred property even though reasonable 
expectations might be thereby defeated. This result would follow in 
every case of a pre-March 3, 1931 transfer under which a life estate and 


110Tn some cases the transfers might be deemed to be in contemplation of death. 
There is the possibility, previously discussed, that Allen v. Trust Company of Georgia 
will be distinguished from cases of transfers of reversionary interests. 

111The thesis of a recent article is that a wise administration of § 811 (c) 
should avoid the necessity of remedial legislation. Eisenstein, The Hallock Problem: 
A Case Study in Administration (1945) 58 Harv. L. Rev. 1141. The point is debatable, 
but for the reasons stated in the text the present writer has come to a contrary con- 
clusion. 


4 
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a possibility of reacquisition were retained irrespective of the degree of 
remoteness. Even if May v. Heiner was erroneously decided it became 
a recognized principle and has served as the basis for family settlements. 
No one could reasonably have foreseen that a court which decided May v. 
Heiner would stretch the statute so far in the reversionary interest cases. 

The rule, adopted by the Treasury Department and not yet overthrown 
by the courts, allowing a reduction in the value of the included property 
for an outstanding life estate has an extraordinary effect. In practice 
it may mean, and often does, that the less likelihood there is that the 
property will be reacquired, the larger the amount which must be included 
in the gross estate. Mr. Jones at age 45 transfers $100,000 in trust for 
his wife, who is 35 years of age, for life, then to his daughter for life 
and, if he is living at his daughter’s death, then to him, but if he is dead, 
then to his issue. At the time of the transfer the value of Mrs. Jones’ 
interest is, according to accepted life expectancy tables, approximately 
$65,000.**? If Mr. Jones died at this point, it appears that the Commis- 
sioner would insist that there be included in the gross estate $35,000, the 
difference between $100,000 and $65,000."** At this time Mr. Jones’ 
chance of surviving his wife and daughter may have a substantial value. 
Assume, however, that Mr. Jones died at age 70, survived by his wife 
and daughter. In fact, Mr. Jones’ possibility of reacquisition is very slim 
and actuaries would recommend small investment in it. Yet Mr. Jones’ 
estate would now include, on account of the transferred property, $62,000, 
the difference between $100,000 and $38,000, the approximate value to 
a woman of 60 years of age of life income in $100,000.1™* 

Under all the circumstances, it would seem that the statute should be 
amended. To one who believes that the language used in the statute 
was never meant to reach transfers involving possibilities of reacquisition, 
an elimination of the phrase “intended to take effect in possession or 
enjoyment at or after his death” with respect to all transfers made before 
the present time, would have a certain appeal. The solution would be 
simple, and would eliminate at one stroke both the reversionary interest 
and the May v. Heiner problems. Even though the Supreme Court might 
overrule May v. Heiner, it would be gross injustice to commence the 
collection of revenue at this late date on May v. Heiner transfers. Admin- 

112 The computation is made according to Reg. 105, Sec. 81.10 (i), Table A. 

113 Reg. 105, Sec. 81.17. As a matter of practice the Commissioner would not permit 
the value of the daughter’s life interest to be excluded, although it is at least arguable 
that the daughter’s life estate is “outstanding” even if not in possession. 


114 This computation of the value of the wife’s life estate is also made in accordance 
with Reg. 105, Sec. 81.10 (i), Table A. 
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istration of the statute would be greatly simplified. The objection to the 
amendment is that the Government might be deprived of tax in cases where 
revenue should be collected. In order to avoid this possibility the pre- 
ferable course probably is to restrict the amendment to the exact problem. 


The amendment could then take the form of confirming expressly 
that transfers made prior to the Joint Resolution of March 3, 1931 are 
not to be included because of the retention of a life estate and of providing 
that, with respect to transfers heretofore made, the value of any property 
includible under Section 811 (c), or its predecessor, because of a possibility 
of reacquisition should not exceed the value of such possibility."’® 

Future transfers. Somewhat different considerations prevail in the 
case of future transfers. The statute might be left unchanged as to the 
future but it would seem advisable to avoid the inequities which might still 
result. A solution might be to provide that the statute shall not apply 
to transfers because of the retention of a reversionary interest unless 
interests of others are conditioned on their surviving the decedent. Other- 
wise, there is no testamentary element to the transfer. The amendment 
might further provide that if the transferred property is included because 
of the conditional nature of the transfer the values of those interests which 
are not conditioned on the holders’ surviving the decedent shall be excluded 
from the gross estate. 

This solution is not satisfactory for past transfers, primarily because 
of the limited nature of its benefits if the decedent retained a life interest. 
If such a provision had been in effect in the Stinson case, for example, it 
would have given no relief. On the other hand, some relief would be 
afforded in the Goldstone type of case as the value of the wife’s interests 


115Tn one respect at least this amendment would go further than the amendment 
recommended by the Committee on Federal Estate and Gift Taxes of the Section of 
Taxation of the American Bar Association. See Section of Taxation Program and 
Committee Reports, 6th Annual Meeting, December 16-18, 1945, page 6. That Com- 
mittee does not specifically recommend that the May v. Heiner problem be settled by 
statutory provision. Jd. at 9. A proposal by the Committee on Taxation, Trust Division 
of the American Bankers Association, January, 1946, is substantially the same 
as that made in the text. The recommendations of both Committees would apply 
the amendments to transfers hereafter made. 

A bill has been recently introduced in Congress to amend § 811 (c). H.R. 5358, 79th 
Cong., 2d Sess. (1946). This bill would amend the statute, in so far as applicable, to 
read as follows: 

“To the extent of any interest therein of which the decedent has at any time made a 
transfer, by trust or otherwise, in contemplation of or intended not to take effect 
in possession or enjoyment until at or after his death * * *. Irrevocable transfers made 
by the decedent which, in the normal course of events, would not revert to him shall 
not be included in his gross estate.” 
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in the contracts there in question was not, it would seem, an interest 
conditioned on survivorship.*** 


116 The cash surrender value was about 80% of the amount payable on the decedent’s 
death. The proceeds payable on death were approximately $25,000 and the cash 
surrender value of the contracts was about $20,000. 144 F. (2d) 373, 374, 375. 

One further point in connection with the reversionary interest problem should be noted. 
The Commissioner takes the position that § 811 (g) of the Code dealing with 
life insurance is not exclusive and that a transfer of a policy is within § 811 (c) if 
the transferor retained a reversionary interest whereby the proceeds are made payable 
to his estate if the transferees or beneficiaries do not survive him. Reg. 105, Sec. 81.25. 
The reports of the Congressional Committees on the Revenue Act of 1942 are to 
the same effect. H.R. Rep. No. 2333, 77th Cong., 2d Sess. (1942) 163; Sen. Rep. No. 
1631, 77th Cong., 2d Sess. (1942) 236. 

The subject of the estate tax treatment of life insurance is already so complicated that 
it would seem Congress should restrict the provisions relating to insurance to § 811 (g) 
and, if it is necessary further to cover reversionary interests in connection with insurance, 
insert in that subsection any additional provisions deemed advisable. Transfers of 
insurance policies in contemplation of death might also be covered in § 811 (g). 























Penalties And Prosecutions For Evasion 
Of The Federal Income Tax 


GERALD L. WALLACE 


fe drive against willful evaders of the federal income tax is now 
in full swing, with the vigorous support of all interested agencies of 
the government, including Congress and the President. Within the past 
year the investigating and prosecuting units of the Treasury and the 
Department of Justice directly concerned with tax frauds have more 
than doubled their personnel. The termination of war profits and the 
decline in black market operations, together with abolition of the excess 
profits tax and the reduction in ordinary income tax rates, may result 
in some curtailment of plans for the expansion which was contemplated 
when former Secretary of the Treasury Morgenthau initiated the current 
drive about a year ago. If suitable personnel can be found, however, the 
present staffs will no doubt be enlarged materially as the volume of tax 
evasion cases approaches its peak. 

Moralists and theologians have for centuries debated the question 
whether even a “just” tax “binds in conscience.”* Some learned writers 
condone at least “partial evasion” of income taxes, saying that such 
behavior should not be considered a “sin against justice,” for otherwise 
conscientious men would be burdened with heavier taxes “while wicked 
men usually pay less.”* In a period of high surtaxes, a philosophy so 
comforting will have its appeal to many a taxpayer who would not 
dream of cheating an ordinary creditor. But surely only the most 
irresponsible will fail to appreciate that its general acceptance would 
quickly spell disaster for the entire national economy. 

Effective administration of the federal income tax rests upon the 
continued willingness of the vast majority of American taxpayers to 

GeraALp L. WALLACE is a member of the New York and Connecticut Bars, Professor 
of Law at New York University and a Faculty Editor of the Tax Law Review; 
formerly Associate Professor of Law in Northwestern and Yale University Law 
Schools; Reviewing Officer and Head of Criminal and Compromise Section in Tax 


Division, Department of Justice (1941-1944) ; associated with Cravath, Swaine & Moore, 
New York City (1944-1945). 


1CrowE, THE Mora OBLIGATION OF Payinc Just Taxes (1944). 

2In the fascinating dissertation cited above, Rev. Crowe attributes this view to 
Genicot, H. Davis and others. id. at 37-40, 105. He finds it worthy of extended 
discussion, but concludes, though none too confidently, that the virtue of piety requires 
the payment of just taxes. id. at 163. 
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disclose their correct income voluntarily.* For many years to come the 
government must raise tremendous sums in revenue, and a graduated 
surtax on net incomes seems to be as fair a method of distributing the 
burden as can be devised. Undoubtedly, an overwhelming majority of 
American taxpayers agree that this is so, including those who are 
fortunate enough to be subject to substantial surtaxes. One might 
therefore suppose that those whose private financial dealings are above 
reproach, would maintain a similar attitude in fulfilling their obligations 
to the United States Treasury. Notwithstanding much evidence to the 
contrary, it is probable that a fairly large majority do endeavor to file 
reasonably accurate income tax returns. As lawyers and accountants, and 
more particularly as taxpayers it is clearly in our interest, not to mention 
our duty as citizens, to do whatever we can to encourage this practice. 

And yet, we must not be too naive. A taxpayer will not easily decide 
upon action which seems inconsistent with his own immediate interest 
as an individual. In most of us an upright conscience is not wholly 
unrelated to a fear of the personal harm that may follow wrongdoing. 
And so, without being unduly cynical, one may say that an embarrassingly 
high percentage of those who regularly file accurate income tax returns 
are probably influenced in substantial measure by a personal estimate of 
the likelihood that civil or criminal penalties will be imposed if they 
yield to temptation. Tax practitioners, and especially accountants, can 
do much to bolster the conscience of the American taxpayer by bringing 
to his attention, in an impersonal and inoffensive manner, live illustra- 
tions of the diligence and ingenuity of the special agents in the Intelligence 
Unit of the Treasury Department in ferreting out tax evaders.* This 

SIf this were lost, a force of revenue agents a hundred thousand strong would be 
required to prevent disintegration to the deplorable level of state and local taxes on 
personal property. 

*Some excellent examples will be found in a recent book obscurely entitled, THE 
Giant Kitiers, by ALAN Hynp. A word of caution is in order, however. If the 
Treasury Department furnished the material for the book, as the author implies, it 
was certainly ill-advised in concentrating so heavily upon tax evasion cases against 
notorious characters. Too many good citizens already labor under the erroneous impres- 
sion that tax evaders are prosecuted only when their conduct is reprehensible in other 
respects as well. The truth is that many business and professional men of good 
reputation have been subjected to both civil and criminal penalties for willful attempts 
to evade income taxes. If this fact were more widely known, the effect would be 
wholesome. 

A more serious defect in Mr. Hynd’s book is that it gives an extremely misleading 
picture of the elaborate procedure that is followed in a tax evasion case. Except for 
two or three casual references to an Assistant United States Attorney, one would 
almost suppose that Elmer Lincoln Irey as Coordinator of Treasury Law Enforcement 
Agencies exercised the final authority to decide who should be prosecuted and then 
personally presented the evidence to a grand jury, tried the case himself without either 
judge or petit jury and finally lugged his convict off to prison. Due credit can properly 
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can be done without arousing unfounded fears that honest mistakes may 
result in criminal penalties, because a decision to invoke such sanctions 
is reached only after unusually careful consideration of the evidence by 
a number of the most responsible officials of the Treasury and the 
Department of Justice. 

On the other hand, many taxpayers, acting in good faith but hewing 
too close to the line, will become involved in situations difficult to explain. 
Government officials are human and sometimes blunder; some are exces- 
sively zealous or unduly suspicious. For these and other good reasons, 
any taxpayer charged with evasion is entitled to the assistance of a trained 
accountant as well as the advice and guidance of a competent attorney.® 
The function of the private practitioner in this field is an important one, 
and requires a certain amount of specialized knowledge as well as good 
judgment for its proper performance. It is hoped that this article may 
be of some use to the practitioner, without harming the proper interest 
of the government in attaining the desired objective of a maximum of 
voluntary compliance with the provisions of the income tax law. 


NATURE OF OFFENSE 


The Internal Revenue Code prescribes penalties ranging from small 
fines to heavy prison sentences, for all varieties of conduct prejudicial to 
the prompt and efficient collection of the revenues. In their substantive 
aspects these statutory provisions will be largely ignored in this article, 
except for a brief outline of the principal elements entering into the 
offense of willfully attempting to evade income taxes. And despite their 
importance, only incidental attention will be given to civil penalties. The 
discussion will be mainly concerned then with the administrative pro- 
cedure for handling income tax cases in which criminal prosecution is or 


may be proposed. 


be given for the excellent work done by the Intelligence Unit under the general super- 
vision of Mr. Irey and under the immediate direction of Mr. W. H. Woolf as its chief. 
However, the uninformed reader should not be left to wonder whether the fate of a 
taxpayer suspected of fraud may rest completely in the hands of the Treasury staff of 
special investigators. Able and honest though they are, few are lawyers, and what is 
more important, many do not escape the natural tendency of an investigator to resolve 
all doubts against the taxpayer. It is thus fortunate that the recommendations of the 
Unit are subject to intensive administrative review, before a final decision is made to 
seek an indictment. The procedure is outlined later in the text. 

5 This of course includes a taxpayer who is probably, or even certainly, guilty of a 
willful attempt to evade. He should be advised whether to claim his constitutional 
privilege against self-incrimination; if he decides not to stand trial, it may be advisable 
to tender a plea of nolo contendere rather than to plead guilty. Moreover, an attorney’s 
assistance is essential in presenting any extenuating circumstances bearing upon the 
sentence to be imposed. 
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Section 145 (b) of the Code provides that any person who willfully 
attempts in any manner to evade or defeat any income tax liability shall 
be guilty of a felony, and upon conviction thereof shall be fined not more 
than $10,000.00 or imprisoned for not more than five years, or both.‘ 
Alleged violations of this provision usually involve some form of false 
returns supported by false books and records. However, the statute 
speaks of an attempt “in any manner” to evade tax. It would therefore 
seem that a taxpayer who deliberately failed to file a return, knowing that 
he had taxable income should be held guilty of a felony under this pro- 
vision. This is the method frequently resorted to by professional gamblers 
and racketeers whose income is derived from an iilegal business. By 
concealing their identity as taxpayers they no doubt hope to improve 
their chances of escaping detection.’ Any distinction in treatment, it 
would seem, should favor the more venturesome fellows who report part 
of their incomes, though they deliberately conceal the balance. 

The Supreme Court recently held otherwise in the Spies case.* A 
person who without affirmatively misrepresenting the facts, merely failed 
to file a return and thus did not disclose any income, committed only a 
misdemeanor, however intent he may have been upon defrauding the 
government. This is a violation of section 145 (a) of the Code, which 
limits the penalty to a $10,000 fine or imprisonment for one year, or 
both. Moreover, no person may be prosecuted for a misdemeanor under 
this provision unless indicted within three years after commission of the 
offense,® whereas the period of limitation is six years for the prosecution 
of felonies falling under section 145 (b). Although the result makes little 
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6 Since willful evasion of liability for each taxable year constitutes a separate offense, 
and several years are often required to catch up with a persistent offender, the penalties 
which may be imposed are in many cases startling in the aggregate. This is largely 
theoretical, however, because the sentences are usually made to run concurrently where 
a defendant is convicted on more than one count. Prison sentences in excess of five 
years are rare, even ini the case of tax evaders of unsavory reputation; but cumulative 
fines are frequently imposed. 

7™Unless the taxpayer is an exceptionally notorious character, the hope may unfor- 
tunately be realized for a considerable period. Similarly, limitations upon the number 
of routine audits possible with a small staff of investigators have in the past made it 
difficult to catch up with taxpayers who file false returns showing small amounts of 
income. 

8 Spies v. U.S., 317 U.S. 492 (1943). The government’s brief (p. 26, n. 6.) informed 
the Court that over a period of 12 years, felony convictions on such facts had resulted 
in prison sentences aggregating 79 years and substantial fines imposed upon 83 defendants, 
including 45 who were engaged in illegal business or conduct. Several of these convic- 
tions had been sustained in the Circuit Courts of Appeals. See, e.g., O’Brien v. U.S., 
51 F. (2d) 193 (C.C.A. 7th, 1931), cert. denied, 284 U.S. 673 (1931); and U.S. v. Miro, 
60 F. (2d) 58 (C.C.A. 2d 1932). 

®In ano return case the offense is committed on the date when the return should have 
been filed. 
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sense, it is not without support in the language of the statute. The 
misdemeanors described in section 145 (a) include willful failure to pay 
the tax or willful failure to make a return at the required time. The 
Court thought Congress could not have intended that a mere combination 
of these two offenses should be punishable as a felony. The word 
“attempts” in subsection (b) must therefore be read as implying the 
necessity of some “affirmative action” in addition to a willful failure to 
file a return and pay the tax due. 

The Court removed much of the sting from its decision by suggesting 
a long list of acts of commission which would suffice to bring the offense 
within the category of felonies, even though no return was filed.*® Further- 
more, careful avoidance of all of these affirmative acts would still leave 
the taxpayer in bad shape on the civil side. Even innocent failure to file 
a return allows the Commissioner to assess a deficiency at any time, 
without limitation.** Unless the failure to file is “due to reasonable cause 
and not due to willful neglect,” 25 per cent will be added to the tax.” 
And 50 per cent “of the total amount of the deficiency” may be assessed 
if “any part of any deficiency is due to fraud, with intent to evade tax.’’** 
This means exactly what it says: The penalty will apply to the entire 
deficiency although part of it arises from an honest mistake, so long as 
some part of the deficiency is attributable to “fraud with intent to evade 
tax.”** Thus, the willful failure to file a return for the purpose of 
evading a tax known to be due, may result in a penalty amounting to 75 


10“By way of illustration, and not by way of limitation, we would think affirmative 
willful attempt may be inferred from conduct such as keeping a double set of books, 
making false entries or alterations, or false invoices or documents, destruction of 
books or records, concealment of assets or covering up sources of income, handling 
of one’s affairs to avoid making the records usual in transactions of the kind, and any 
conduct, the likely effect of which would be to mislead or to conceal.” 317 U.S. at p. 499. 

117. RC. § 276 (a). 

127. R.C. § 291 (a). 

18T RC. § 293 (b). 

14 John McKeon, 39 B.T.A. 813 (1939). If a delinquent return is filed before discovery, 
however, the correct tax then paid would seem not to fall within the definition of a 
“deficiency” contained in I.R.C. § 271 (a). Although failure to pay the tax earlier may 
have been with intent to evade, when the delinquent return is filed there would be nothing 
to which the 50 per cent fraud penalty could be applied. In the few cases where the 
penalty has been sustained under such circumstances, the question here mentioned was 
apparently not raised. See, e.g., Pincus Brecher, 27 B.T.A. 1108 (1933). Query whether 
the same problem is presented where a timely though false original return is followed 
by a correct amended return which is filed voluntarily. The Treasury Regulations have 
for many years contained the statement now appearing in Reg. 111, Sec. 29.271-1: 
“Additional tax shown on an ‘amended return,’ so called, is a deficiency within the 
meaning of the Internal Revenue Code.” 
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per cent of the total correct tax, and this may occur at any time whatever.’° 
When the criminal sanctions of section 145 (a) are thrown in, tax evasion 
by this method seems fairly unattractive. 

Putting aside the no return cases, what facts may normally be expected 
to lead a charge of willful attempt to evade the income tax? Obviously 
the offense can be committed even though the attempt does not succeed. 
Suppose, however, that through no virtue of the taxpayer’s, it would 
have been impossible for him to evade tax because none was due. He 
demonstrates his bad intentions by claiming deductions in his return 
for business expenses neither paid nor incurred; false records are 
produced to sustain the claim. Thereafter, it develops that no tax was 
due because the taxpayer, in ignorance of the law, included an exempt 
item as income in the same amount. Theoretically, it would seem that 
there was a willful attempt to evade and that the felony provision of the 
Code has been violated. It is highly improbable that any jury would 
convict on such facts,**° however, and it may therefore*’ be doubted 
whether prosecution would be seriously contemplated.** 

Assuming a case where examination of the taxpayer’s return clearly 
reveals that a deficiency exists, will criminal prosecution be considered if 
the taxpayer honestly believed at the time of filing his return that his 
income was correctly reported? Surely not. There can be no doubt what- 
ever that the existence of a substantial question as to whether an item 
is deductible, for example, would preclude any inference of fraudulent 
intent. Accordingly, tax fraud prosecutions just do not involve income 
tax problems of the kind regularly encountered in an ordinary civil tax 
practice. Although the proposition should be applied with caution, it 
may be said more broadly that even though a moderately competent tax 
expert would have known that the return was inccrrect when filed, the tax- 
payer will not be hailed into a criminal court if he can persuade the 
administrative authorities that he made an honest mistake, however 
stupid or negligent he may have been. In other words, actual and not 
constructive intent is the touchstone of guilt. Only a taxpayer who 
“willfully attempts” to evade tax commits a felony under section 145 (b). 

15 Although the reasoning is not entirely convincing, the Bureau has ruled that the 
fraud penalty may be imposed against the estate of a taxpayer after his death. G.C.M. 
22326, 1940-2 Cum. Bull. 159. Cf. National City Bank, 21 B.T.A. 1080 (1931) aff'd, 49 
F. (2d) 1079 (C.C.A. 2d, 1931). 

16 Any substantial error against the taxpayer’s interest would of course tend to show 
negligence, and thus constitute some evidence that even a clear error in his favor was 
not dictated by a willful desire to evade tax. 

17 This involves an important question of prosecution policy, which will be discussed 
in the concluding paragraphs of the text. 


18 The 50 per cent fraud penalty could not be imposed because there would be no 
deficiency. Summerill Tubing Co., 36 B.T.A. 347 (1937). 
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Thus, the heart of any proposed prosecution lies in the element of intent 
or willfulness. Here is the government’s most difficult task and the tax- 
payer’s greatest hope. Definitions offer no solution for a problem which 
is as elusive and compiex as the workings of the human mind. Tax- 
payers rarely confess before indictment. As in other fields of the law, 
therefore, intent must be inferred from all the facts and circumstances 
of the particular case. Few cases are as clear as those in which the tax- 
payer keeps two complete sets of records, one for general business pur- 
poses and the other to be used in preparing income tax returns.*** As 
evidence of mere negligence, it is always relevant that errors were made 
against the taxpayer’s interest as well as in his favor. Omission of only 
a relatively small portion of the correct income will also tend to prove 
that there was no willful attempt to evade. 

The language of section 293 (b) of the Code, which prescribes the 
50 per cent civil penalty in the case of a deficiency “due to fraud with 
intent to evade tax,” would not seem to suggest a higher standard of 
conduct than is indicated under the felony provision in section 145 (b). 
There is of course some difference in the degree of proof required of 
the government, and a taxpayer acquitted on the felony charge may still 
be subjected to the 50 per cent penalty.’® But it is difficult to excuse the 
assertion of a fraud penalty against a taxpayer who does not misrepresent 
the facts on his return or otherwise, where real doubt exists even among 
tax experts as to whether a deficiency can be sustained as a matter of law. 
And yet the Commissioner did exactly that in a recent well-known case 
which required a Supreme Court decision to settle the basic question of 
civil liability.*° Despite the Commissioner’s action in this case, which 
was disapproved by the Tax Court, it is believed that the penalty will 
rarely be asserted and never sustained where the taxpayer accurately dis- 
closes all the facts which he in good faith believes to be material.?” 

In an effort to disprove fraudulent intent, taxpayers frequently claim 
to have relied upon the advice of an attorney or accountant in taking an 
improper deduction or erroneously omitting an item of income. One 


18"See Noro v. U.S., 148 F. (2d) 696 (C.C.A. 5th, 1945), where the defendants 
maintained accurate records in Japanese, but kept a false set of books in English which 
they used in preparing their returns. 

19 Helvering v. Mitchell, 303 U.S. 391 (1938). 

20 Court Holding Co., 2 T.C. 531 (1943), rev’d, 143 F. (2d) 823 (C.C.A. 5th, 1944), 
rev'd, 324 U.S. 331 (1945). A statement attached to the return disclosed all the facts 
which the taxpayer apparently thought material. Although the Supreme Court’s decision 
turned upon a fact not then disclosed, its materiality was certainly doubtful until the 
Court spoke. See also, George W. Griffiths, 37 B.T.A. 314 (1938), rev’d, 103 F. (2d) 
110 (C.C.A. 7th, 1939), aff’d, 308 U.S. 355 (1939). 

20*See Lorenzo C. Dilks, 15 B.T.A. 1294, 1301 (1929). 
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taxpayer testified when prosecuted that he had consulted a Congress- 
man and two lawyers and followed their unanimous advice.”* By coin- 
cidence all three were dead at the time of trial. Moreover, even on the 
taxpayer’s own story, it did not appear that he had revealed all of the 
facts to his alleged advisers. The defense frequently fails for that reason.”? 

It must be apparent that intent to evade is not necessarily absent even 
where the taxpayer’s action is in accordance with the views of his attorney 
or accountant. For it is unfortunately true that in a few cases members of 
these professions have assisted their clients in willful schemes to escape 
taxes. When this occurs, the professional man will also be subject to 
prosecution.” On the other hand, a taxpayer who relies :n good faith 
upon the advice of an attorney whom he believes to be competent, incurs 
no risk of either civil or criminal penalty, provided that his attorney has 
been fuily and accurately informed of the facts which the taxpayer rea- 
sonably considers to be material.** 
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DISCOVERY AND PrRooF oF Evasion 


The methods by which taxpayers attempt to evade income taxes range 
from the simple and crude to the complex and ingenious. It is sometimes 
supposed that unlimited padding of an admittedly deductible expense can 
be indulged in with impunity, if the only standard for determining the 
proper amount of the deduction is one of reasonableness. This super- 
ficially plausible notion was rejected by the Supreme Court in the Ragen 
case,” but it will not easily down. There are still occasional prosecu- 
tions, for example, of individuals who ‘as in that case, seek to evade 
corporate income taxes by claiming grossly excessive deductions for 


21U.S. v. McCormick, 67 F. (2d) 867 (C.C.A. 2d, 1933). 

22 Plunkett & Co. 42 B.T.A. 464 (1940) ; Charles E. Mitchell, 32 B.T.A. 1093 (1935). 
The latter case is one of the few in which the taxpayer’s story is even partially cor- 
roborated by the alleged adviser. 

23 Indeed, under I.R.C. § 3793 (b), it is possible for him to be convicted of a felony, 
whether committed with or without the knowledge or consent of the taxpayer. Cf. also, 
sections 37 and 332 of the Criminal Code. 

241In the unreported tax evasion case of U.S. v. Mitchell, the trial judge charged the 
jury as follows: “If the defendant madc a full, complete and frank disclosure to his 
counsel of all the facts, which the defendant may reasonably be expected to have deemed 
material in the light of his background and experience, and in good faith acted pursuant 
to that advice, you must find that he did not have the intent to commit the crime 
charged.” Although there was evidence tending to show that he had not “made a full, 
complete and frank disclosure to his counsel of all the facts,” the defendant was 
acquitted. In a subsequent civil proceeding, the 50 per cent fraud penalty was sustained. 
Supra, note 19. The facts as found by the Board of Tax. Appeals are fully stated in 32 
B.T.A. 1093 (1935). 

25U.S. v. Ragen, 314 U.S. 513 (1942). 
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compensation paid for negligible personal services rendered by stock- 
holders or relatives of the controlling stockholders. 

Generally speaking, given an adequate staff of competent investigators, 
discovery of this and other methods of evasion is mainly a matter of time 
and industry. Suspicious circumstances observed in the course of routine 
audits by revenue agents frequently suggest the advisability of thorough 
investigation under the direction of a special agent of the Intelligence 
Unit. Examination of the books of persons who have had business deal- 
ings with the taxpayer may also indicate possibly intentional omissions 
of income which should be followed up. Much aid is received from 
informers, who each year collect rewards running into many thousands 
of dollars. 

The development of the government’s case will of course vary depend- 
ing upon the type of evasion practiced. Where incorrect returns are 
supported by false book entries, a special agent with persistence and 
imagination will usually ascertain the facts in due time. However, some 
taxpayers keep no books or records of any kind, or conceal or destroy 
them; they may or may not file a return. In either case, the Treasury’s 
task, though difficult, is far from hopeless. Many successful prosecutions 
have been conducted upon evidence accumulated by the Intelligence Unit 
under these most unfavorable circumstances. 

It should be remembered that in a criminal case the government is not 
required to prove the taxpayer’s income with great accuracy. A showing 
of intentional understatement of net income in a substantial amount will 
be sufficient. There are several methods of accomplishing this where no 
records of income are available. If a taxpayer engaged in some gainful 
occupation, whether legal or illegal, maintains one or more active bank 
accounts, an analysis of his deposits will frequently yield adequate evidence 
of unreported income. Investments in property and payments on indebt- 
edness will also tend to show receipt of income. This may or may not be 
supported by proof of increases in net worth during the years for which 
evasion is charged.”® A reasonable estimate of living expenses can often 
be made, and will afford some basis for inferring that the taxpayer has 
been receiving income. Without discussing the problems which these and 
other methods of proof present, enough has been said to indicate that 
there is no such thing as a foolproof scheme for evading income taxes.”” 

26 The government’s principal problem in net worth cases is to establish a fixed 
starting point from which increases in net worth can be determined. 

27 Very few tax evasion cases find their way into the official reports. However, 
there are a few published opinions which present a fairly clear picture of the effective 
use of some of the methods of proof mentioned in the text. See, e.g., the following: 


U.S. v. Johnson, 319 U.S. 503 (1943); U.S. v. Schenck, 126 F. (2d) 702 (C.C.A. 2d, 
1942) ; Gleckman v. U.S., 80 F. (2d) 394 (C.C.A. 8th, 1935). 
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ADMINISTRATIVE PROCEDURE IN Tax Evasion CASES 


The Intelligence Unit of the Treasury Department, with a Special 
Agent in Charge for each regional office throughout the country, has the 
primary responsibility ** for investigating all cases in which a taxpayer is 
suspected of willfully attempting to evade the income tax.?® When a 
special agent completes an investigation his report is submitted to his 
superiors in the Unit for approval. If he has recommended prosecution 
and the report is approved, the file is transmitted to the Penal Division in 
the office of the Chief Counsel of the Bureau of Internal Revenue. The 
file includes the report of the revenue agent who participated in the 
investigation with the special agent. Until recently all attorneys in the 
Penal Division were located in Washington. About eight months ago 
the Secretary of the Treasury announced that the Penal Division would 
be enlarged and decentralized, in order to review the large volume of tax 
fraud cases more expeditiously. Regional offices are now in full operation 
in New York City and Chicago, and additional offices are being established 
in other parts of the United States. 

Exactly how much authority will be delegated to the regional counsel 
of the Penal Division and their assistants in the field remains to be seen. 
It is probable that a decision against prosecution, at least if the special 
agent in charge of the corresponding regional office of the Intelligence 
Unit can be persuaded to concur, will close out any case in which 
criminal prosecution had previously been recommended by that office. 
On the other hand, if a regional office of the Penal Division agrees with 
the Intelligence Unit that prosecution is warranted, it seems fairly certain 
that further review will be required in Washington before the case is 
transmitted to the Department of Justice. 

In the past, criminal cases have received the personal attention of the 
Chief Counsel of the Bureau, as well as the Commissioner of Internal 
Revenue. When a decision favoring prosecution is finally reached, the 
Commissioner will address a letter to the Assistant Attorney General in 
charge of the Tax Division in the Department of Justice, transmitting 
the entire file and recommending that the evidence be presented to a 


28 The Internal Revenue Agent in Charge of the appropriate regional office always 
assigns a revenue agent to work with the special agent in a fraud investigation. 
Frequently, in fact, evidence of tax evasion is first discovered by a revenue agent 
in his routine examination of a return. The Collectors of Internal Revenue also have 
certain limited functions in fraud matters. 

29 The Federal Bureau of Investigation rarely enters the picture at all, and then very 
reluctantly and for a limited purpose. Since tax evasion and other types of crime are 
not always separated into neat packages, the inordinate sensitiveness to jurisdictional 
considerations of both the Intelligence Unit and the F.B.I. have too frequently caused 
inexcusable lapses in the administration of justice. 
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grand jury. Ordinarily, the latter official will never have heard of the case 
until the Commissioner’s letter of recommendation is received. Since 
he has no staff of investigators at his command in tax cases, the Assistant 
Attorney General is almost entirely dependent upon the Treasury agents 
for evidence in support of a prosecution. Regardless of the extent of his 
legal power, therefore, if a case should somehow come to his attention 
from a source other than the Commissioner, he would rarely care to pro- 
ceed without the Commissioner’s full co-operation.*° 

The Commissioner’s recommendation for prosecution is first considered 
in the Department of Justice by an attorney in the Criminal Section of 
the Tax Division. After careful review by the head of that section, the 
file moves to the Assistant Attorney General where the final decision for 
or against prosecution will be made. He may or may not agree with 
the Commissioner. Something like 25 per cent of the cases are returned 
to the Bureau with a statement of reasons why the Tax Division is 
unwilling to authorize prosecution. However, a substantial majority of 
the cases received from the Commissioner are transmitted by the Assistant 
Attorney General to the proper United States Attorney in the field with 
instructions to present the evidence to a grand jury.*’ This job, together 
with the actual trial of the case when the taxpayer does not plead guilty, 
is frequently performed by an attorney specially assigned from_ the 
Criminal Section of the Tax Division, upon request of the United States 
Attorney. 

It should be apparent from the foregoing outline that the procedure 
in a tax fraud case is more elaborate than in a civil tax case of comparable 
size. Frequently the final decision as to prosecution will not be made 
until several years after the filing of an income tax return.** The result 


30 A United States Attorney will now and then try to bypass the Commissioner’s 
office, but such efforts are usually doomed to failure because of the unusual degree of 
co-operation between the Tax Division of Justice and the Bureau. 

31 Under standing instructions from the Attorney General, a United States Attorney 
is forbidden to initiate any prosecution for evasion of income taxes, until he has been 
expressly authorized to do so by the Assistant Attorney General who heads the Tax 
Division. 

32 This is a serious defect in administration. Probably the majority of income tax 
evasion cases involve three or more taxable years. The impression thus becomes prevalent 
that many taxpayers who will in fact be indicted eventually, have fully succeeded in 
their schemes for evasion. Evidence grows stale through fading memories of witnesses 
or their death or disappearance; judges and juries are inclined to be unsympathetic 
with the government’s case if it has become musty with age. Such delays are also 
objectionable from another angle: taxpayers under investigation have a legitimate 
interest in a more prompt disposition of the charges against them. 

Sincere efforts have been made by the officials concerned to speed up the handling 
of tax evasion cases, and some improvement has been achieved. However, determination 
of the facts in a sizable case is a difficult task, which even the most competent investigator 
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is that an indictment will often be returned only a few days before 
prosecution would be barred by the statute of limitations. The principal 
procedural difference between criminal and civil tax cases, however, lies 
in the relative secrecy with which a fraud case may move from one 
stage to another. Although it rarely happens, it is entirely possible for a 
taxpayer to be indicted before he realizes what is going on. There is no 
longer any such thing as a 30-day letter or a 15-day letter in a case in 
which criminal prosecution is under serious consideration. Furthermore, 
the statutory notice of deficiency is seldom mailed until the criminal phase 
of the case has been finally disposed of. 

On the other hand, a taxpayer will frequently be invited to explain 
allegedly fraudulent items if he can, and if he learns that an investigation 
is in progress, his request to be heard will usually be granted. Conferences 
with the taxpayer and his attorney and often his accountant are common 
at all stages of the procedure outlined above. Rarely will the taxpayer 
learn anything of the government’s evidence in such conferences, but he 
will be afforded full opportunity to produce whatever evidence or explana- 
tion he may have.** 

The extent to which an attorney should advise or permit a taxpayer 
under investigation to talk with representatives of the government is a 
question of real importance to which no general answer can be given. 
The constitutional privilege against self-incrimination should be kept in 
mind. It can easily be waived before indictment or trial,** and the tax- 
payer’s attorney should see to it that this does not happen inadvertently. 
A planned waiver of the privilege is something else, and may be entirely 
wise under the circumstances and in the best interest of the client. In 
the early stages of an investigation, it may be difficult to judge the likeli- 
hood that criminal prosecution will be authorized. Full co-operation with 
the Treasury by the taxpayer and his attorney may in a close case tip the 
scales against a decision to prosecute. An attempt to obstruct the investiga- 
tion, on the other hand, or an appearance of unwillingness to assist the 
agents in determining the facts will naturally tend to increase suspicion 
and encourage adverse interpretation of evidence of ambiguous meaning. 





will require months to complete. Furthermore, extensive administrative review of each 
case inevitably consumes time, and in a matter of such vital importance to the individual, 
shortcuts should and no doubt will be taken with great caution. 

33Tt was the writer’s experience as an official in the Department of Justice that 
conferences with the taxpayer’s representatives, though always interesting, were usually 
unproductive, but on several occasions a decision against prosecution was reached 
mainly because of the able and effective presentation of the merits of the taxpayer’s 
case by his attorney. 

34 Lisansky v. U.S., 31 F. (2d) 846 (C.C.A. 4th, 1929); Nicola v. U.S., 72 F. (2d) 
780 (C.C.A. 3rd, 1934) ; Levin v. U.S., 5 F. (2d) 598 (C.C.A. 9th, 1925). 
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Moreover, if an indictment is returned, the taxpayer’s behavior in this 
respect will probably influence a jury in determining the elusive issue of 
intent, and will undoubtedly have a bearing upon the sentence a judge 
will impose in the event of a conviction.*® 

The problem of co-operation after an investigation begins is closely 
related to the question of the effect of a full disclosure of the facts before 
investigation. Suppose an attorney learns from a client facts tending 
strongly to show that the client filed a false income tax return in a willful 
attempt to evade. Should the client be advised in his own interest to make 
a full disclosure to a proper official of the Bureau? Is there serious risk 
that any evidence so volunteered would be used for any purpose other 
than to determine the correct civil liability? If a taxpayer truly desires 
to make an admission against his own interest, or even confess to the 
crime of tax evasion, it is hardly the function of an attorney to dissuade 
him. But it is plainly the attorney’s duty to see that his client fully 
understands what he is doing. Will criminal prosecution become more 
probable, or less probable, or highly unlikely or impossible, by reason of 
a complete disclosure of the facts before a Treasury investigation gets 
under way? 

Responsible Treasury officials have within recent months made several 
public announcements on this point. On May 28, 1945, former Secretary 
of the Treasury Morgenthau stated at a press conference that some 
taxpayers who have failed to declare their full income and pay the tax due 
“may escape criminal prosecution through voluntary disclosure of the 
deficiency,” but “only in cases where such voluntary disclosure is made 
before investigation is started.” ** In the Washington Post of August 21, 
1945, Secretary of the Treasury Vinson contributed a lengthy statement 
on the subject of tax evasion. The following is an excerpt taken from 
that statement : 


35 Cf. U.S. v. Sullivan, 98 F. (2d) 79 (C.C.A. 2d, 1938), where the trial judge 
excluded evidence that the defendant disclosed his income and offered to pay his taxes 
after he was called upon by the tax investigators. In sustaining the conviction, the 
Circuit Court of Appeals stated that “his conduct after the investigation began would 
be slight, if any, evidence of innocence; rather the inference should be that after he 
was caught he hoped to better his position” by the disclosure. However, the defendant 
had filed no returns although he admitted that he had known throughout the years in 
question that he should have done so. On the other hand, in Heindel v. U.S., 150 F. 
(2d) 493 (C.C.A. 6th, 1945), it was held that the trial judge erred in excluding evidence 
that the defendants had paid the correct additional tax on an amended return filed 
several weeks after the investigation started. The Sullivan case was not cited. 

The general statements made in the above paragraph of the text are based upon the 
writer's personal experience in a considerable number of unreported cases. 

36 See the Daily Report for Executives (A-21), published by the Bureau of National 
Affairs on the above date. Cf. U.S. v. Lustig, 46-1 ustc J 9202. 
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No honest American need fear this drive against tax evaders. No one is 
going to jail for an honest mistake in filling out his tax return. Treasury 
policy even permits the willful evader to escape prosecution if he repents 
in time. The Commissioner of Internal Revenue does not recommend 
criminal prosecution in the case of any taxpayer who makes a voluntary 
disclosure of omission or other misstatement in his tax return or of failure 
to make a tax return. Monetary penalties may be imposed for delinquency, 
for negligence and for fraud, but the man who makes a disclosure before an 
investigation is under way protects himself and his family from the stigma 
of a felony conviction. And there is nothing complicated about going to 
a collector or other revenue officer and simply saying, ‘There is something 
wrong with my return and I want to straighten it out.’ 


A statement was released to the press on October 5, 1945 by Com- 
missioner of Internal Revenue Nunan,*’ which included the following : 


The Commissioner said that since June 1, some 30,000 delinquent or 
amended returns had been filed voluntarily, accounting for additional taxes 
of more than $50,000,000. Mr. Nunan again stressed the Bureau policy of 
refraining from instituting criminal proceedings against taxpayers who come 
forward voluntarily and pay up delinquencies plus interest and civil penalties 
before the Bureau has begun investigating their cases. 


Although there are differences in detail, the above statements clearly 
reveal a general Treasury policy not to recommend prosecution where a 
true voluntary disclosure is made. 

Question will no doubt arise as to when an investigation begins, for 
the purpose of determining whether a disclosure of the facts is voluntary. 
It seems clear from the timing and context as well as the language of the 
official statements quoted above, that a disclosure may be “voluntary” 
even though induced by fear arising from a taxpayer’s knowledge that the 
campaign against tax evaders is being pushed diligently in his own com- 
munity, or even in his own industry or profession. The Commissioner 
speaks of “taxpayers who come forward voluntarily ... before the Bureau 
has begun investigating their cases.” (Italics supplied) A taxpayer will 
thus be protected if he files an amended return or otherwise discloses the 
facts to the proper official before the Treasury begins ** an independent 
investigation of his own case for the taxable year in question.*° 


37Treasury Press Service Release No. V-87. 

381f the investigation is started by a special agent, it probably “begins” when a jacket 
is opened against the taxpayer in the Intelligence Unit. Cf. U.S. v. McCormick, 67 F. 
(2d) 867 (C.C.A. 2d, 1933), where the taxpayer was convicted of evasion although 
he filed delinquent returns and paid tax before a jacket was opened. However, he had 
been summoned to appear in another well known public investigation, the results of which 
were certain to become available to the Treasury. 

89 A taxpayer who makes a disclosure before he has personal knowledge that an 
investigation is under way may also be protected, but he will probably have a heavy 
burden of proving his ignorance. 
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Some may question the wisdom of such a policy, but 2 judgment which 
takes account of the difficult practical problems confronting the Treasury 
in its enforcement task, and of the favorable results which the policy is 
yielding, can leave little room for doubting its soundness. Strictly, it is 
true that a voluntary disclosure and restitution after a willful attempt has 
been made to evade, does not constitute a legal justification or excuse. 
Nevertheless, it is quite improbable that any jury would convict under 
such circumstances, and if it did, a purely nominal sentence could be 
expected. In that light, what could be gained by prosecution other than 
ill will and an end of the growing tendency of taxpayers to amend their 
original missteps before the limited staff of Treasury investigators has 
dug out the facts on its own initiative? It should be remembered that the 
basic purpose of criminal proceedings against tax evaders is not merely 
to fill the jails, but to secure the highest possible degree of “voluntary” 
compliance.*° 

The above discussion concerns the avoidance of criminal prosecution 
through voluntary disclosure. Whether a 50 per cent fraud penalty should 
be imposed is another question. The considerations already mentioned 
tend to suggest a negative answer. Probably the volume of delinquent and 
amended returns would increase still further if assurance were given that 
repentant taxpayers would not be subjected to the drastic fraud penalty. 
In the only case in which the question has been raised, the penalty was 
sustained.** However, though a court may sustain the penalty in a proper 
case, it does not necessarily follow that the Commissioner is bound to 
assert it. Having décided not to recommend prosecution of certain tax- 
payers who violate section 145 (b) of the Code, he might also consider 
it sound administrative policy not to assert the penalty provided for in 
section 293 (b). 

The Treasury policy as announced does not go this far, and it is to be 
expected that the Commissioner will continue to exercise the power to 
collect penalties in flagrant cases, notwithstanding a voluntary disclosure 
by the taxpayer. However, a full disclosure of the facts is relevant in the 
determination of the taxpayer’s intent, and will undoubtedly result in 
resolving any doubts in his favor. In any event, under section 3761 (a) 

49In any event, the present policy has received such extensive publicity that any 
change in its application would be outrageously unfair, unless preceded by a clear 
announcement that it could no longer be relied upon. There is no reason whatever to 
suppose that a retroactive change in the policy might be made. On the contrary, 


since there is every indication that it has been working well, it will undoubtedly be 


continued. 
41 Garden City Feeder Co., 27 B.T.A. 1132 (1933), rev’d on another issue, 75 F. (2d) 
804 (C.C.A. 8th, 1935). Cf. Gutterman Strauss Co., 2 B.T.A. 433 (1925). 

















344 TAX LAW REVIEW [Vol. 1: 


of the Internal Revenue Code, the penalty may be compromised in a 
close case. 


CoMPROMISES AND PROSECUTION PoLicy 


Section 3761 (a) of the Code authorizes the Commissioner with the 
approval of the Secretary of the Treasury or the Under Secretary of the 
Treasury or an Assistant Secretary to “compromise any civil or criminal 
case arising under the internal revenue laws prior to reference to the 
Department of Justice for prosecution or defense.” Thereafter, the 
Attorney General may compromise any such case. This is a sweeping 
power ** with tremendous potentialities for good or harm, depending upon 
whether it is fairly and wisely exercised. 

Consider the case of a taxpayer who made no voluntary disclosure 
before investigation. The Intelligence Unit has recommended prosecution 
under section 145 (b) and after conference there is reason to believe that 
the Penal Division will agree. As is not infrequently the case, especially 
where the taxpayer’s records are inadequate, the amount of additional 
tax asserted to be due may be considerably in excess of what the taxpayer 
honestly thinks he owes. In such a situation, interest and a 50 per cent 
fraud penalty will also be proposed. 

The taxpayer may submit an offer in compromise agreeing to pay the 
tax which he believes to be due, plus interest and penalty, “in lieu of all 
civil and criminal liabilities.” It is customary to deliver a check with an 
amended return to the proper Collector of Internal Revenue,** who will 
place the proceeds in a suspense account to await a final determination of 
civil liability by the Commissioner. In these circumstances the offer will 
of course be received and carefully considered, but it is likely to have rough 
sledding unless the Chief Counsel and the Commissioner disagree with 
the recommendations for prosecution. 

Since the Bureau’s primary function is the collection of revenue, it is 
quite naturally influenced in considering such an offer by its judgment 
of the adequacy of the amount which the taxpayer has tendered in 
proposed settlement of civil liability. In the past this has occasionally 


*2Tn Wight v. Rindskopf, 43 Wis. 344, 359 et seq. (1877), the Court thought the 
statute was contrary to public policy in that it authorized the Treasury to compound 
a felony; the Court therefore refused to allow recovery of fees for legal services 
rendered in connection with an offer in compromise. 

*3 Taxpayers sometimes suppose that a binding settlement has been completed if 
the Collector accepts the check, which may contain a statement that it is in full and 
final payment of all taxes and penalties for the years in question. This view has been 
rejected, however, and it is difficult to see how it can be supported where the formal 
offer has not been approved by the officials specified in I.R.C. § 3761 (a). See Hanby v. 
Comm’r, 67 F. (2d) 125 (C.C.A. 4th, 1933). Cf. also, Botany Worsted Mills v. U.S., 
278 U.S. 282 (1929). 
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resulted in the acceptance of offers which included a sum in excess of the 
maximum civil liability, in the nature of a fine. The practice was of 
doubtful propriety, however, and it is the writer’s understanding that it 
is no longer indulged in. Nevertheless, where the evidence of criminal 
intent is not strong or for some other reason a conviction would be 
improbable, a satisfactory pecuniary offer may be accepted. 

If the Commissioner recommends prosecution, a pending offer in 
compromise will usually be transmitted with the file for consideration by 
the Department of Justice. During the administration of former Assistant 
Attorney General Samuel O. Clark, Jr., the policy with respect to com- 
promises was clearly defined and strictly adhered to. In order to avoid 
any appearance of using a threat of criminal prosecution as a weapon 
for collecting taxes, an offer in compromise was consistently rejected in 
the event of a decision not to prosecute. The case would then be returned 
to the Bureau for disposition of civil liability through the ordinary proce- 
dure available for that purpose. Moreover, if the case seemed appropriate 
for prosecution, no offer would be accepted on the basis of payment of 
money alone, however satisfactory the amount. In such a case, the 
taxpayer’s offer would be accepted only if it included an agreement to 
plead guilty to at least one major count of the indictment.** The plea was 
required to be unconditional, without any understanding whatever that 
leniency would be recommended to the court. The practice in such cases 
was simply to make a full presentation of the facts for the consideration 
of the court in imposing sentence. The resignation of Mr. Clark is so 
recent that it is too early to determine whether any change in this policy 
is to be expected. 

Closely related to the method of handling offers in compromise is the 
question of a sound prosecution policy. We have discussed above some 
of the factors entering into the determination whether the taxpayer 
willfully attempted to evade tax. Assuming that the evidence of willful- 
ness is convincing, there remain certain important problems to consider. 
The taxpayer’s general reputation is always relevant, but never controll- 
ing. Age and physical condition will also be taken into account although 
taxpayers in their late sixties have been prosecuted if they were in average 
good health for that age. 

The basic question of prosecution policy, however, involves the weight 
to be given to the probability of conviction. On this there are, and 
probably always will be, two schools of thought. Some argue that prosecu- 
tion should be undertaken in all cases where the taxpayer is believed to 
be guilty, subject perhaps to the voluntary disclosure rule and such factors 


44See U.S. v. Krakowitz, 52 F. Supp. 774 (S.D. Ohio, 1943). 
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as extreme old age or serious sickness. Others would prosecute only 
where a conviction is practically certain. Although it is obviously impossi- 
ble to draw a clear line between the two classes of cases, the distinction 
between them is nevertheless a real one. Many factors having no strict 
bearing on the question of guilt will influence a jury to vote for acquittal. 
The evidence may be weak in some respect, or important evidence may be 
inadmissible for technical reasons ; a deputy collector may without author- 
ity have promised immunity; the taxpayer may be a prominent citizen, 
or reside in a community not favorable to tax prosecutions. Many other 
such considerations can be imagined. 

Resolution of the issue seems to turn mainly upon an estimate of the 
effect of an unsuccessful prosecution upon other taxpayers. Bureau 
officials say that there is a marked increase in delinquent and amended 
returns filed in a district where publicity has been given to a recent indict- 
ment for tax evasion. Others maintain that the extraordinarily high 
percentage of convictions obtained in the cases where prosecution is 
commenced, is the principal reason for the generally satisfactory standard 
of “voluntary” compliance. There seems at present to be a tendency 
in the Bureau to adopt the first position, while the Department of Justice 
has generally adhered to the second. Since the Department of Justice has 
the last word, the percentage of criminal cases returned to the Bureau 
without prosecution has increased materially within recent months. 
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Notes 


Whose Trust? A Comment on Rabkin and Johnson, Trust and 
Beneficiary Under the Income Tax (1946) 1 Tax L. Rev. 117. Thought- 
ful discussions of the tax problems of trusts are sufficiently rare so that 
when one appears it merits solely applause. Most of us agree with the main 
theses of Rabkin and Johnson’s article. The problems sought to be faced 
by the amendments with respect to trust taxation in the Revenue Act of 1942? 
are real problems. The partial solutions embodied in the Revenue Acts of 
1942 and 1943? are unduly complicated and unsatisfactory. The most hope- 
ful approach seems to be the elimination of the importance of labels— 
whether amounts are paid as “income” and received as “income”; and the 
substitution of a rule taxing the receipts of beneficiaries to the extent of 
trust income for the current year. However, one wishes that the authors 
had explored a little more fully some of the problems and difficulties that 
will plague the suggested solution, and perhaps any solution. 


I 


One of the tremendous advantages of the proposed solution lies in the 
relatively simple accounting involved and the avoidance of tracing or ear- 
marking. The income of the trust is ascertained for a given taxable year; 
and then to that extent amounts distributed or distributable are taxed to 
the current beneficiaries. Like most general rules, this one is necessarily 
arbitrary and artificial in some particular cases. This fact should not be 
viewed as fatal. We should take account of these artificialities to decide 
whether we are willing to pay the price—either the price of accepting a few 
anomalous results from time to time, or the price of a long and probably 
complicated attempt to change these particular results by special statutory 
provision. 

The conduit, “pipeline” or tracing theory of the tax liability of a trust 
beneficiary comes naturally to all of us. Where by tracing the funds it can be 
demonstrated that a beneficiary received no income, it will seem harsh to tax 
him because a trust had income which is solely available to someone else.* 
On the other hand, it will seem equally fortuitous to exempt him from tax on 
income which by tracing can be shown to be true income merely because 
the trust on behalf of someone else had no income or suffered a loss. Such 
results are bound to occur when tracing is made immaterial; judged by a 
standard which includes tracing as one of the facts, some results are bound 
to be contrary to fact. For example, pursuant to his discretionary powers, 
the trustee pays a beneficiary early in 1947 the amount of the dividends 


1 Rev. Act of 1942, § 111. 
2 Rev. Act of 1943, § 133. 
% The present law reaches this result in certain cases under I.R.C. § 162 (d) (1). 
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received in 1946. If the trust has no income in 1947, the beneficiary pays 
no tax; but if the trust has a large capital gain which could never be distri- 
buted to this particular beneficiary, he becomes taxable. 

Such difficulties will perhaps arise more frequently in connection with the 
question of how shall the beneficiary be taxable. What is the character of 
the income he is assumed to have received? The simplest rule seems to 
be that not only the amount, but also the kind or character of the income 
is measured by the trust’s experience in the current year. But such a rule 
must be recognized for what it is—a reasonably decent rule of thumb recom- 
mended by its simplicity. It is plain that in a tracing sense it will not 
infrequently operate in a manner contrary to fact. If the trust is a “pipe- 
line” it seems natural to tax the beneficiary who receives the proceeds of 
a capital gain in the manner prescribed for capital gains ;* it is something 
of a wrench to tax a beneficiary who can under no circumstances receive any 
part of the capital gains of the trust in that manner. Perhaps it will prove 
even more difficult to tax as ordinary income amounts which can be demon- 
strated by tracing to be capital gains, or tax-exempt interest. 

Two other difficulties should be mentioned. A minor one relates to the 
definitional and other difficulties of “a pecuniary legacy.” Sometimes the 
income will be necessary to make the payment;° occasionally the “pecu- 
niary legacy” is in substance the residue. Partial distributions on account of 
the residue will themselves cause problems. But the more important diffi- 
culty is the fact that tax incidence will not always be aligned with the 
substance of benefits. As has been indicated above, one person’s liability 
for tax may depend upon the existence or non-existence of income available 
to another. Suppose a single trust providing for the accumulation of income 
for the benefit of two brothers, one half to be paid to each upon reaching 
twenty-one. When the older becomes twenty-one, the distribution exceeds 
the entire trust income for that year, and the older will in effect pay tax 
on the half of the income (and the income during the balance of the year 
after he becomes 21) being accumulated for his younger brother. 


* Though it is natural to consider a trust as a conduit with respect to character of 
the income, the legal doctrine is not too firmly fixed. The statute tells us that “the 
amount so allowed as a deduction shall be included in computing the net income” of 
the beneficiary. I.R.C. § 162 (b) and (c). This does not explicitly tell us in what 
manner, though perhaps the inference from Helvering v. Butterworth, 290 U.S. 365 
(1933) is that it is in the same manner as in the hands of the trust. As late as 1942, 
the second circuit had some difficulty with the problem. Comm’r v. Hopkinson 126 F. 
(2d) 406 (C.C.A. 2d, 1942); see McNaghten v. U.S., 17 F. Supp. 509 (Ct. Claims, 
1937). Only recently was the tracing indirectly recognized in the regulations. Reg. 111, 
Sec. 29.162-2 (a), added in 1943 by an amendment to conform to § 111 of Rev. Act 1942. 
See T.D. 5215, 1943 Cum. Butt. 70. With all of the foregoing, compare Johnston v. 
Comm’r, 141 F. (2d) 208 (C.C.A. 2d, 1944), cert. denied 323 U.S. 715 (1944) and 
McCullough v. Comm’r, 464 CCH { 9140, P-H {] 72,332 (C.C.A. 2d, Jan. 14, 1946) 
discussed below. 

5 Cf. Old Colony Trust Company et al., Ex’rs. 38 B.T.A. 828 (1938). 
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All of the foregoing are formidable difficulties. However, even though 
instances of them do not prove to be rare, they probably will not arise in the 
majority of cases. The need for a simple, workable rule is so great that 
one can be satisfied with something less than perfection in its operation. 
On the whole, the problems and anomalies to be faced seem preferable to 
the known complexities (and even irrationalities) of the present statute. 
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II 


In the whole field of trust taxation, the problem of the Johnston case® 
occupies only a narrow segment. Yet it is one of those perplexing cases that 
seems to test all the fundamental principles employed generally in the field. 

For purposes of analysis, let us take the not uncommon case of a life 
estate to the widow for life, with remainder vested in the daughter and her 
estate. To dramatize the issue, let us assume that the family relationships 
are bitter, and each is fighting vigorously for her rights. Let us assume the 
trustee has $10,000 of dividends, and a gross profit? of $5,000 on the sale 
of a capital asset. The trustee also completes a salvage operation on a $10,000 
investment, receiving an aggregate of $8,000* of which $2,000 is payable 
under local law to the widow. As a result, the widow receives $12,000 and 
the net corpus at the end of the year (taking into account only closed 
transactions, and leaving out income tax) is $1,000 greater than it was. 

Since the daughter does not have any present right to the gain, the trust 
as a separate “entity” pays tax on her gain or income. She maintains stoutly 
that $4,000 of her money was lost on the investment which was the subject 
of the salvage operation, and that the gross profit on which the trustee’s 
tax on her behalf is to be figured is only $1,000. The widow is equally 
sure that she received only $10,000 of “income”; the extra $2,000 she 
received was corpus in the hands of the trustee and in her hands. She 
realizes that the law is a mysterious thing, but that if lawyers and courts 
cannot see that the salvage deal was a loss and not a profit to anyone, they 
are even more stupid than she thought. 

On these facts, the daughter seems to have the edge. Why should a 
couple of thousand dollars her mother got be assignable to her for tax 
purposes? And if she lived in New York or Boston,® she would probably 
win. But other facts would make her care less about winning. Suppose 


® Johnston v. Helvering, 141 F. (2d) 208 (C.C.A. 2d, 1944), cert. denied 323 
U.S. 715 (1944). 

7 That is, a difference between basis and proceeds of sale. Though I.R.C. § 117 (b) 
refers explicitly only to “net income,” probably only 50% is gross income under the 
I.R.C. in the case of long term gains. Is the excluded 50% like tax-exempt interest, 
or, perchance, like a tax-free stock dividend? Cf. Reg. 111, 29. 162-2 (a). 

8 The problem has been intentionally oversimplified by leaving out some of the ramifica- 
tions of tax consequences of mortgage foreclosures. Probably in the year of foreclosure 
the trust suffered a loss and acquired a new basis; perhaps there was some intervening 
income from the property before its ultimate sale. 

® Plunkett v. Comm’r, 118 F. (2d) 644 (C.C.A. Ist, 1941). 
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she and her mother were very close and viewed their famiiy economic for- 
tunes somewhat as a unit. Why should the mother pay $1,000 or $1,500 tax 
on this $2,000 when it would cost the daughter through the trust only some 
$250? Or suppose that in the year involved no capital gain existed so that 
the trust’s tax is zero in any event. Then, to the extent of the tax on $2,000, 
even a bitter daughter might prefer her mother to the federal government— 
or at least retire from the fray. 

A large part of the Johnston problem is thus a problem of a wasted 
deduction by the trust. Another part of the problem may arise from pyramid- 
ing several years’ income in a single year. A trust may be so unfortunate 
as to have a large part of its corpus in a defaulted mortgage. After several 
years of very low income, a salvage operation is completed, and the life 
tenant becomes entitled to a substantial sum. The government may receive 
a much larger part of the sum than it would have if it had been equally 
received by the life tenant over the preceding five years. 

And a part of the problem—though, it is submitted, a less important part— 
is the constitutional and legal argument with respect to the character of 
the money. Suppose that the only asset of the trust is a mortgage for 
$100,000. While owned by the trust, no interest is paid and salvage operations 
are undertaken. Eight years later the salvage proceeds of $80,000 are received 
of which $20,000 is paid to the widow. Immediately thereafter the trust 
ends and the daughter receives $60,000. It is argued that there is obviously 
no income to anyone. How can the widow be taxable merely because under 
the trust instrument and local law she is entitled to part of the corpus of the 
trust? Though the suggested answer may be correct, the question over- 
simplifies the problem. Let us suppose that the fair value at the date of 
death and the basis in the hands of the trust were $60,000. Has there been 
a taxation of corpus or an assignment of gain to the person who enjoyed 
it? Or let us suppose that the basis was $100,000 but that immediately upon 
default the trustee had sold for $60,000. The loss did no one any good 
tax-wise, but in the ensuing eight years $20,000 was earned which was paid 
to the widow. In effect, it is this situation which the local law is approximat- 
ing. And at least some courts say that if this hypothetical might-have-been 
is good enough to ascertain the rights of the parties and who gets the property, 
it is good enough to ascertain the tax consequences. 

The Johnston problem is closely analogous to the problem of deductions, 
expenses and losses which do not reduce the amount distributable to the 
current beneficiary. Even though the trust has no net income under the 
Internal Revenue Code, a beneficiary may be taxable on distributions made 
because certain deductible expenses of the trust are not charged to him.’° 
If the trust could effectively use all of the deductions for expenses and for 
the distribution made in reducing tax otherwise payable on income being 


10 Baltzell v. Mitchell, 3 F. (2d) 428 (C.C.A. Ist, 1925), cert. denied 268 U.S. 690 
(1925) and cases cited in Note 93 by Rabkin and Johnson. See also I.R.C. § 24 (d) and 
Note 11, infra. 
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accumulated for the remainderman, the propriety of such a rule with respect 
to the tax burden between the parties seems clear. But if the deductions are 
being wasted, it seems a little rough that tax should be collected on a larger 
sum than the net taxable income of the trust. Since the trust and its 
remaindermen frequently have no use for the deduction, the tendency is to 
give it to the life tenant, even though he admittedly did not stand the 
expense. The most frequent example of such a wasted deduction was 
probably depreciation, and an express exception’! was written into the 
statute to prevent the waste of this deduction. It is quite doubtful, however, 
whether it is wise to grant the life tenant all deductions and losses which do 
not affect the distribution to him, as suggested by Rabkin and Johnson. Since 
the expense or loss is economically borne by the remainderman, an attempt 
should be made, perhaps by a very long or perpetual carry-over, to give him 
the advantage of the deductions wasted in the particular year. 

The latest manifestation of the Johnston case presents even more difficult 
issues. In the McCullough case,’* the second circuit was required to ascertain 
the basis of certain shares. It used as an essential part of its reasoning a 
determination that where a trustee distributes pursuant to local law shares 
received as a tax-free stock dividend, the life tenant receiving the shares 
is taxable on their value at the time. By traditional concepts, this is shocking. 
Is the doctrine ** that tax-exempt interest received by a trustee remains tax 
exempt in the hands of the distributee, in danger? Probably not, though 
the distinction which may be drawn is none too strong. In the stock dividend 
case, the trust (viewed as the sole taxpayer and representative of all interests 
embodied in it) has no gain because whatever gain is embodied in the new 
shares is offset by a subtraction in the value of the old shares. The new shares 
and the old shares represent the same aggregate interests as the old shares 
used to represent. It is possible to argue that Congress exempted the new 
shares from tax because it was not believed an appropriate time for exacting 
toll when an unrealized depreciation in value in the same amount had occurred 
in the old shares. But when the two items are separated with the gain going 
to the life tenant, the Congressional policy is not strong enough to exempt the 
receipt in the hands of one having no corresponding diminution in value of 
other property. The character of the property in the hands of the trustee 
as being tax exempt does not carry through to the beneficiary. But where 
the reason for exemption is quite different, as in the case of tax-exempt 


11Jn the face of I.R.C. § 24 (d) it seems hard to argue that § 23 (1) and (m) 
were intended to state the general rule, or give an expression of policy with regard 
to items other than depreciation and depletion. 

12.McCullough v. Comm’r, 464 CCH { 9140, P-H { 72,332 (C.C.A. 2d, Jan. 14, 1946). 

13 Though I.R.C. § 163 (b) deals with partially tax-exempts, no express statutory 
provision explicitly covers the tax-exempts. As to what distributions are made out 
of tax-exempt interest, see J. Cornelius Rathborne, 37 B.T.A. 607 (1938) aff’d 103 F. 
(2d) 301 (C.C.A. Sth, 1939), 109 F. (2d) 1020 (C.C.A. 5th, 1940) ; Georgie W. Rathborne, 
37 B.T.A. 936 (1938); Est. of Richard E. Traiser, 41 B.T.A. 228 (1940); Grey v. 
Comm’r, 118 F. (2d) 153 (C. C. A. 7th, 1941). 
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interest, the trust is permitted to act as a conduit and the recéipts retain their 
same character in the hands of the beneficiary as in the hands of the trustee. 

In spite of the above reasoning, on the whole, a contrary result in the 
McCullough case seems desirable. Where Congress has provided that a 
particular kind of income is exempt from taxation, it should probably retain 
this character even though it passes through a trust. It by no means follows 
that because Congress allows the trust certain deductions or losses, they 
should be made available to the current income beneficiary. The problem of 
the Johnston case bears close analogy to both of the other problems. If in 
the current year (or later years through a carryover) the trust, and through 
it the remainderman, can utilize the deduction, equity would seem to favor 
taxability of the distribution. 


Ill 


One or two other points may be mentioned. The authors treat the problems 
of trusts and estates as substantially identical. One wishes they had explored 
the suggestion that estates always be taxed on their entire net income with no 
deduction for distributions. Estates are not created for tax-avoidance pur- 
poses, though, of course, tax consequences can in a considerable degree be 
controlled or modified through the handling of distributions. A simple rule 
for both government and taxpayer might well disregard distributions for 
the first few years of the administration of an estate. 

One may also express a doubt as to the correctness of the authors’ views 
on the Mallinckrodt case**—the unexercised, but unfettered right to obtain 
income from a trust created by another. One should be permitted to refuse a 
gift, and to avoid tax burdens as well as benefits by a disclaimer. But the 
retention of unfettered’ command over income*® year by year to take it or 
not as the beneficiary sees fit should probably be considered taxwise as the 
equivalent of distributable income. 

These comments have exhibited a little skepticism as to whether “a single 
fundamental philosophy of trust and estate taxation” will be achieved so as 
to equitably and adequately solve all our problems. However, all will agree 
that there is an urgent need for simplicity. The path indicated by Rabkin 
and Johnson offers the most promising chance for achieving workable, simple 
rules. It is to be hoped that Congress will deal with the subject in the near 
future. 

—Rosert W. WALES 


14 Mallinckrodt v. Nunan, 146 F. (2d) 1 (C.C.A. 8th, 1945), cert. denied 324 U.S. 
871 (1945). 

15“The income that is subject to a man’s unfettered command and that he is free 
to enjoy at his own option may be taxed to him as his income, whether he sees fit to 
enjoy it or not.” Corliss v. Bowers, 281 U.S. 376, 378 (1930). 














TAX LAW REVIEW 


Selected Tax Reading” 


‘A Tax PRroGRAM FoR A SOLVENT AMERICA’, ADVOCACY AND A CRITIQUE OF. 
By Mark E. Ricuarpson. 81 Journal of Account. 63 (January, 1946). 


Casu Basis oF REporTING, Can Be JustiFiep Now? By Joun K. HUutse. 
24 Taxes 139 (February, 1946). 


CHANGES IN Tax Laws By 1945 Lecistative Session, Important. By 
RicHarD W. JANES and Ray G. McKennan. 2 Bench and Bar of 
Minnesota 37 (October, 1945). 


“Dosson” RULE REAFFIRMED BY THE “KELLEY” Case, THE. By Rosert E. 
Netson. 24 Taxes 104 (February, 1946). 


FEeperRAL EstaTE Tax ON INTER Vivos Trusts: A COMMON SENSE RULE FOR 
Hatiock Trusts. By Lewis D. Spencer. 59 Harv. L. Rev. 43 
( November, 1945). 


FEDERAL Tax PROBLEMS ARISING UPON A PaRTNER’S DeaTH. By PauL 
Srwon. 24 Taxes 50 (January, 1946). 


FEDERAL TAXES ON CorPoRATIONS 1945-46. By Rosert H. Montcomery, 
ConraD B. TayLor, AND Mark E. Ricuarpson. New York: The 
Ronald Press Company. 2 Vols. 


Ha.iock ProB_eM: A Case StuDy 1n ADMINISTRATION. By Louis EISEN- 
STEIN. 58 Harv. L. Rev. 1141 (October, 1945). 


INCOME From LITERARY PROPERTY OWNED BY NONRESIDENT ALIENS, TAXA- 
TION OF. 54 Yale L. J. 879 (September, 1945). 


INTERNATIONAL DouBLE TAXATION OF INCOME: RELIEF THROUGH INTER- 
NATIONAL AGREEMENT 1921-1945. By Ke Cuin Wane. 59 Harv. L. 
Rev. 73 (November, 1945). 


Net IncomME From Business, TAxaTION oF. By Howarp R. Bowen. 31 
Bull. of the National Tax Association 72 (December, 1945). 


New Jersey’s New Corporation Tax. By WILLIAM Marcu_ies. 24 Taxes 
42 (January, 1946). 


Postwar Projects, Present DepucTions For. By Georce D. Brasson. 
24 Taxes 17 (January, 1946). 


PoTeNnTIAL STATE TAXES vs. POTENTIAL Markets, Case oF. By EDWARD 
RoeskEN. 24 Taxes 33 (January, 1946). 


*Compiled by Sydney Prerau. 

















1946] SELECTED TAX READING 355 


ReAt Estate HELD FoR PRODUCTION OF INCOME USED IN THE TRADE OR 
BuSINESS OF THE TAXPAYER, WHEN Is. 59 Harv. L. Rev. 119 (Novem- 
ber, 1945). 


REALTY TRANSACTIONS, INCOME Tax ProsBLeMs IN. By CHARLES MEYER. 
15 N. Y. Certified Public Accountant 647 (December, 1945). 


REASONABLE COMPENSATION, Facts AND Ficures on. By Victor R. 
Wotper. 24 Taxes 150 (February, 1946). 


RECONVERSION Costs AND THEIR Tax Orrsets. By S. H. Aprer. 16 
Accounting Forum 5 (December, 1945). 


ReveNvE Act oF 1945. By W. Cuartes Butscuer. 81 Journal of Account. 
42 (January, 1946). 


RevENvE Act oF 1945, tHe. By Cart S. SHoup. 60 Political Science 
Quarterly 481 (December, 1945). 


Section 102, Impact oF THE War’s Enp on. By Rosert S. HoizMan. 
24 Taxes 24 (January, 1946). 


Section 204 INsuraANCcE CoMPANIES, TAX ProBLEMS oF. By CHARLES W. 
Tye. 24 Taxes 109 (February, 1946). 


Section 722 BuLLETIN, ANALYSIS OF; SECTION 722 (b) (4)—Parrt 5, 
CHECK List For; TYPES OF EVENTS WHICH THE BULLETIN Says WILL 
Quatiry You For Retier. By Tuomas J. Doran. 81 Journal of 
Account. 69 (January, 1946). 


Section 722 SettLep Ciaims, Case Histories oF Some. By Frank E. 
SEIDMAN. 24 Taxes 2 (January, 1946). 


State Tax LecisLaTION IN 1945. By Tax Institute, Inc. 12 Tax Policy 3 
(October—November 1945). 


SUPREME Court,—A Review oF SOME PENDING Cases BEFoRE THE. By 
Awnprew B. Younc. 24 Taxes 144 (February, 1946). 


Tax AMORTIZATION OF EMERGENCY FAaAcILiTIEs, ACCOUNTING PROBLEMS 
Arisinc From. By T. H. SANpErs, Chairman, Committee on Research, 
National Association of Cost Accountants. 27, No.9 N. A. C. A. Bulletin 
Research Series No. 6. 


TAXPAYING UTILITIES ARE TAKEN OVER BY PuBLic Power, WHAT HapPeENs 
WHEN. By Kinsey M. Rosinson. 13 Edison Electric Institute Bulletin 
309 (November, 1945). 


Your Tax Recorps, How Lone Do You Keep. By Georce T. AttMan. 24 
Taxes 98 (February, 1946). 























TAX LAW REVIEW 











VoLtuME 1 APRIL-MAY 1946 NumMBer 4 





CONTENTS 


Some CurrENT Proptems Unper Section 107 . Weston Vernon, Jr. 
Tue New Cuirrorp RecuraTions . . . . Abraham S. Guterman 


OUTLINE OF War Prorit TAXES AND CAPITAL 
Levies IN LIBERATED EuroPpeEAN Countries . Mitchell B. Carroll 


DIsSENTS AND CONCURRENCES 
ANOTHER GLANCE AT THE HALLOCK ProptemM .... . . . Louis Eisenstein 


ForeIcN PersonaL Hoipinc CompANIES— 
A CoMMENT oN Rupick, PersonaL Hoipinc 
CoMPANIES OwNED BY NONRESIDENT ALIENS 


(1946) 1 Tax L. Rev. 218... ... 2... .. .. Marcel W. Singer 
a er Pam aT mee 
NOTES 
HusBAND-AND-WIFE PARTNERSHIPS . ..... . . . . -Robert N. Miller 
ReLieF UNDER SEcTION 722 (b) (4)— 

FezanpiE & Sperrie, INC. . . . ... =... =. + - Walter A. Cooper 


RECAPITALIZATIONS—PROBLEMS OF INTEREST DEDUCTIONS, 
TAXABLE DivIDENDS AND TAXABLE EXCHANGES . . . . David Boyd Chase 


BOOK REVIEWS 
ANDERSON AND OTHERS: FINANCING AMERICAN Prosperity . . Harold Manheim 


Butters AND LINTNER: EFFECT OF FEDERAL TAXES 
ON GROWING ENTERPRISES . .......... . . «. Martin Atlas 


SELEcTED TAX READING 


357 
379 


409 


430 


& és 


457 


465 


475 


477 





Published bi-monthly, October to April, by New York University School of Law at 1500 Greenmount 
Avenue, Baltimore 2, Maryland. Subscription price $5.00 per year. Editorial and General Office, 100 
Washington Square East, New York 3, N. Y. Entered as second class matter December 5, 1945, at 


the Post Office at Baltimore, Md., under the Act of March 3, 1879. 


Copyright 1946, by New York University School of Law. 











PRENTICE P- H HALL, INC. 


Loose-Leaf Tax Services 


The Complete Federal Tax Service. Continuously supplies helpful, accurate 
Federal tax information, and presents the material for instant reference. Five 
volumes, with weekly supplements, and a copy of the loose-leaf Internal Revenue 
Code Service, kept always up-to-date. 


Federal Tax Citator Service. Shows at a glance the strength of any case, 
and how far it can be relied upon. Locates everything that has ever been said 
about any decision or ruling on Federal taxes. Complete judicial history of 
every case. 


Library of BTA and Tax Court Memorandum Decisions. Containing all 
the Memorandum Opinions in full text, from the first one issued in 1928— 
including exact copies of the original opinions, with the complete findings of 
fact of the Tax Court and the old BTA. 


Others in the Prentice-Hall "Repertory" include: American Federal Tax Reports 
—Cumulative Changes in the Internal Revenue Code and Tax Regulations— 
State and Local Tax Service—Social Security Tax Service—Inheritance and 
Transfer Tax Service. 


Recognized Authority 


—for the tax attorney, the tax accountant, and 
for more than a thousand Government Bureaus, 
Departments and Agencies. 





PRENTICE-HALL, INC., 70 FIFTH AVENUE, NEW YORK II, N.Y. 
Please mention the Tax Law Review when answering advertisements. 


ii 




















Some Current Problems Under 
Section 107 


WESTON VERNON, JR. 


ieee “men get used to being taxed”’ and the use of the annual 
income period has been regarded as one of the cornerstones of our income 
tax,” it was inevitable that averaging devices would be used in our 
federal tax system to mitigate some of the hardships of taxing in one 
income period the fruits of the labor of several years.* While we have 
avoided the pitfalls of a general averaging scheme for all taxpayers and 
all types of income, limited relief has been provided in piecemeal fashion 
for the taxpayer who may receive certain types of income in lumps, or 
whose income is apt to fluctuate widely. 

Section 107 of the Code is only one of the preventive measures designed 
to ward off the full effect of high tax rates upon “bunched” income. 
The provisions permitting carry-backs and carry-overs of net operating 
losses and carry-overs of net capital: losses, are of the same stripe. 
The rates at which long-term capital gains are taxed might be regarded 
as a crude way of compensating for the fact that appreciation in value 
may occur during more than one taxable period and suggestions for 
taxing capital gains at the same rates as other income are sometimes 
coupled with the recommendation that “all fluctuating income should have 
the benefit of an averaging feature added to the income tax system.” * 


WESTON VERNON, JR., is a member of the New York and District of Columbia Bars, 
Chairman of the Committee on Taxation of New York State Bar Association and 
partner of Milbank, Tweed, Hope, Hadley & McCloy, New York City. 

1See “Brave Laughter” by Arthur Guiterman: 

“Eels get used to being skinned 
Like sardines to being tinned. 
Hens get used to being axed, 
Men get used to being taxed.” 

?Burnet v. Sanford & Brooks Co., 282 U.S. 359 (1931); Atkins Lumber Co., Inc., 
1 B.T.A. 317 (1925) ; Cf. the statement by Roy Blough in 22 Taxes 448: “Although 
taxation is only one of the several areas where defects of the annual income period are 
patent, it is the most important.” 

%An example of such hardship—of a category against which no statutory relief 
seems to have been provided—is to be found in the recent newspaper account of the 
plight of a prominent prizefighter who expects to receive $500,000 for a forthcoming 
bout and thereby to incur a tax liability in the neighborhood of $400,000. 

* Prof. Harold M. Groves “Taxation of Capital Gains and Losses” (papers delivered 
at 57th Annual Meeting, The American Institute of Accountants, Oct. 16-19, 1944, p. 62). 
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There is a special provision in the Code* limiting the rate of surtax 
upon the gain from the sale of oil or gas properties the principal value 
of which has been demonstrated by prospecting, exploration or discovery 
work done by the taxpayer. The apparent justification for this provision 
is that such work may extend over several income periods. There is 
also a curious provision limiting the surtax upon the gain from the 
sale of property to the United States where the price remains unpaid for 
more than fifteen years.® In the excess profits tax Congress recognized 
certain types of income realized in one year might be attributable to other 
taxable years and the general objective of the relief provided was to 
limit the tax to what it would have been had the income been received 
in such years.’ And there are other provisions which have a somewhat 
similar effect.* 

For the future it has been suggested that the simpler way of providing 
relief for irregular 01 variable incomes is by avoiding excessive tax rates 
rather than attempting any general averaging plan,® and, whatever its 
advantages, from the standpoints of economics and of equity*® a general 
averaging scheme would undoubtedly involve many difficulties both from 
the standpoint of the taxpayer and the government.** Unless and until 
tax rates are reduced, however, it is likely that the burden upon fluctuating 
incomes will be relieved by specific averaging methods. 

Section 107 as it first appeared in the 1939 Revenue Ac?. Section 
107 of the Internal Revenue Code as originally enacted by Section 220 
of the Revenue Act of 1939 provided as follows: 


In the case of compensation (a) received, for personal services rendered 
by an individual in his individual capacity, or as a member of a partnership, 
and covering a period of five calendar years or more from the beginning 
to the completion of such services, (b) paid (or not less than 95 per centum 


5T.R.C. § 105. 

®LR.C. § 106. 

TLR. § 721. 

8See I.R.C. § 726, dealing with income from installment sales and long-term con- 
tracts. Allowances for depreciation, depletion and obsolescence have been called 
averaging devices and “the whole practice of accrual accounting in connection with 
income tax has an important connection with the same thought, although of course a 
strict accrual sytem can sometimes concentrate oversized lumps of income in a particular 
period quite as unjustly as can a strict cash system.” Prof. John M. Maguire, Paper 
before Nat. Ass’n of Cost Accountants, January 11, 1944, Harrisburg, Pa. 

9A Tax ProcRAM FoR A SOLVENT AMERICA by the Committee on Postwar Tax Policy, 
p. 109. 

19See “Federal Tax Reform” by Richard A. Musgrave, Division of Research and 
Statistics, Board of Governors, Federal Reserve System Postwar Economic Studies 
No. 3, December 1945, pp. 34-6. 

11See Maurice Austin, “Termination and Taxes” (papers presented at 57th Annual 
Meeting, The American Institute of Accountants, Oct. 16-19, 1944, p. 80). 
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of which is paid) only on completion of such services, and () required to 
be included in gross income of such individual for any taxable year 
beginning after December 31, 1938, the tax attributable to such compensa- 
tion shall not be greater than the aggregate of the taxes attributable to such 
compensation had it been received in equal portions in each of the years 
included in such period. 


The Senate Finance Committee Report’? explained that it had been 
considered a hardship to tax fully the compensation of writers, inventors, 
and others who work for long periods of time without pay and then 
receive their full compensation upon the completion of their undertaking. 
The report then went on: 


This results in two inequities: First, only the deductions, expenses, and 
credits of the final year are chargeable against the compensation for the 
full period; second, under our graduated surtax, the taxpayer is subjected 
to a considerably greater burden because of the aggregation of his compensa- 
tion. 


Relief from these inequities was provided, the report stated, by limiting 
the tax attributable to such compensation to: 


The aggregate of taxes which would have been paid had the income been 
received in equal portions in each of the years in the period. 


It was pointed out that there was no requirement relative to the year 
in which the services were commenced so long as the year in which 
the compensation was paid met the requirements of the statute. 

Congress avoided the difficulty of attempting to determine exactly 
what portion of the taxpayer’s services had been rendered in each of 
the years involved or what portion of the compensation was attributable 
to the services performed in each year. Despite the fact that the efforts 
of the taxpayer may have been sporadic, or in some years may have 
been entirely unproductive, the final compensation was to be treated 
as if it had been received in equal portions in each of the years since the 
work began, and the aggregate tax burden was not to be more than the 
amount “which would have been paid” had the income been received in 
equal portions. While such a provision could be criticized as unrealistic, 
nevertheless rough approximations had to be made if the section was to 
furnish relief without requiring the taxpayer to meet an almost impossible 
burden of proof. 

Under the 1939 Act apparently it was the intention to grant relief only 
where payment was received upon completion of the services. The Com- 
mittee reports spoke of individuals who receive their “full compensation 
upon completion of their undertaking” and stated that the section was 


12Sen. Rep. No. 648, 76th Cong., Ist Sess. (1939) 7. 
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operative with respect to compensation for services “which is paid only 
on the completion of such services.” If taken literally, the 1939 pro- 
vision made it questionable whether it covered a case in which 95 per cent 
of the compensation for services of 5 or more years was paid in one year 
and subsequently the taxpayer performed additional services, whether 
such additional services were performed without compensation or for 
less than 5 per cent of the aggregate compensation. Also, questions might 
have been raised in cases where payment was received before or after 
instead of upon completion of the services. 


There was no requirement in the 1939 Act that the compensation for 
services be paid in one year but the Commissioner attempted to confine 
the benefits of the section to those cases where 95 per cent of the total com- 
pensation was paid on the completion of services and paid in one taxable 
year. Although the Tax Court upheld the Commissioner’s contention, 
the Circuit Court of Appeals for the 6th Circuit, adhering to the view 
that “common sense interpretation is the safest rule to follow in the 
administration of income tax laws” held that the benefit of the section 
was available to attorneys who, after completing services in 1940, received 
about 60 per cent of their fee in that year and the remaining 40 per cent 
in 1941.** The year involved, of course, was only the year 1940—the first 
year in which anything was received by the taxpayer. 


Although there may have been no intention to reach such a result, 
Section 220 of the 1939 Act, by referring to services covering a period 
of five “calendar” years or more and limiting the tax to the amount 
that would have been payable had the compensation been received in 
equal portions “in each of the years included in such period,” stimulated 
the Commissioner to contend that the period during which the services 
had been performed must cover at least five full calendar years, excluding 
parts of preceding or later years. Thus, the Regulations under the 1939 
provision held that an individual who began services July 1, 1935, which 
were completed on July 1, 1940, would not be entitled to the benefits of 
the section, even though the services covered a period of five years, 
since only four full calendar years were included in the period of services. 
Moreover, even where services covered more than five calendar years, all 
the compensation was allocated to the full calendar years in the period 
and no portion was attributable to parts of calendar years.*** This 
construction of the earlier law has not been upheld, however, the Com- 


13 Slough v. Comm’r, 147 F. (2d) 836 (C.C.A. 6th, 1945). 
13*Reg. 103, Sec. 19.107-1. 
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missioner’s contentions having been denied partly on the ground that the 
later statute indicated Congress had not intended such a result.’* 

The Changes in Section 107 Made in the Revenue Act of 1942. 
Substantial revision of Section 107 was accomplished in the 1942 Act, 
broadening the number of cases within its scope and eliminating some of 
the defects apparent in the 1939 statute. 

Section 107 was amended** to reduce the period for which services 
were to be performed from five calendar years to “thirty-six calendar 
months” and if not less than 80 per cent—instead of 95 per cent—of 
the compensation was paid “on or after completion” of the services, the 
taxpayer was to be entitled to relief. In addition, paragraph (b), dealing 
with patents, copyrights, artistic works and inventions, was added in 
substantially its present form. 

Commenting on the defects in the 1939 Act the report of the Ways and 
Means Committee stated :”° 


. . . Two faults have become apparent with respect to this provision. 
First, the requirement of 5 calendar years may in many cases require periods 
considerably longer than 5 years where the services do not commence on 
the beginning of a calendar year or end on the ciose of a calendar year. 
In addition, the requirement that at least 95 per cent of the compensation 
for the services must be received on the completion thereof leaves out many 
meritorious cases. 

The bill reduces the period of 5 calendar years to 36 months. Thus, when 
the services commence within a calendar year, the taxpayer will not have to 
wait until the beginning of the next calendar year to start counting the 
period over which the services are rendered for the purposes of this pro- 
vision. Furthermore, the bill reduces the 95 percent requirement to 80 
per cent... 


14In John Bell Keeble, Jr., 2 T.C. 1249 (1943), the Court rejected this construction 
of the statute. After referring to the title of the section, “Compensation for services 
rendered for a period of five years or more,” and the obvious intention on the part of 
Congress to provide relief to taxpayers from the hardship of being fully taxed in 
one year for compensation for services rendered over a period of five years or more, 
the Court pointed out that the Commissioner’s interpretation would lead to the inequit- 
able and discriminatory result that one taxpayer whose services commenced on January 
1, 1934, and ended on December 31, 1938, would be entitled to relief—his period of 
services comprising sixty months, whereas another, whose services ran from January 
2, 1934, to December 30, 1939—a period of over seventy-one months—would be denied 
relief, and indicated that the 1942 amendment, changing the requirement to thirty-six 
calendar months, showed that Congress had not intended the inequitable result urged 
by the Commissioner. The Keeble case was followed in Luther Ely Smith, 3 T.C. 
696 (1944), and George S. Lavin, T.C. Memo. Dkt. 112630, CCH Dec. 13,808, P-H 
7 44,081 (1944). 

15Sec. 139, Revenue Act of 1942. 

16H. R. Rep. No. 2333, 77th Cong., Ist Sess. (1942) 49. 
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The Senate Finance Committee further amended the section to cor- 
respond to paragraphs (a), (b) and (c) of the Code in its present form.'” 
As to the indication in the earlier law that the services must have been 
completed before payment is made, the Committee Report’® stated this 
created “severe hardship in cases where payment is received before the 
completion of the services,” and continued : 


. . . For example, a lawyer works four years on a case, but in the third 
year receives 80 per cent or more of the compensation for the entire services. 
The House bill might deny the treatment accorded under this provision in 
such a case although such case would seem equally meritorious with that in 
which such compensation was received upon the completion of such services. 
Thus the committee bill removes the requirement that the services be com- 
pleted before the compensation meeting the percentage requirement is 
received. . . . 


There are some indications, however, that the Courts would not have 
read the 1939 statute quite so literally as the Senate Committee feared.*® 


17“Sec. 107, COMPENSATION FOR SERVICES RENDERED FOR A PERIOD 
OF THIRTY-SIX MONTHS OR MORE. 

“Sec. 107. (a) PERSONAL SERVICES.—If at least 80 per centum of the total 
compensation for personal services covering a period of thirty-six calendar months 
or more (from the beginning to the completion of such services) is received or 
accrued in one taxable year by an individual or a partnership, the tax attributable 
to any part thereof which is included in the gross income of any individual shall 
not be greater than the aggregate of the taxes attributable to such part had it been 
included in the gross income of such individual ratably over that part of the period 
which precedes the date of such receipt or accrual. 

“Sec. 107. (b) PATENT, COPYRIGHT, ETC.—For the purposes of this subsection, 
the term ‘artistic work or invention,’ in the case of an individual, means a literary, 
musical, or artistic composition of such individual or a patent or copyright covering 
an invention of or a literary, musical, or artistic composition of such individual, the 
work on which by such individual covered a period of thirty-six calendar months or 
more from the beginning to the completion of such composition or invention. If, in 
the taxable year, the gross income of any individual from a particular artistic work or 
invention by him is not less than 80 per centum of the gross income in respect of 
such artistic work or invention in the taxable year plus the gross income therefrom 
in previous taxable years and the twelve months immediately succeeding the close 
of the taxable year, the tax attributable to the part of such gross income of the 
taxable year which is not taxable as a gain from the sale or exchange of a capital 
asset held for more than 6 months shall not be greater than the aggregate of the 
taxes attributable to such part had it been received ratably over that part of the 
period preceding the close of the taxable year but not more than thirty-six calendar 
months. 

“Sec. 107. (c) FRACTIONAL PARTS OF A MONTH.—For the purposes of this 
section a fractional part of a month shall be disregarded unless it amounts to more 
than half a month in which case it shall be considered as a month.” 

18SeEn. Rep. No. 1631, 77th Cong., 2d. Sess. (1942) 49. 

1®Thus, in Harry L. Addition, 3 T.C. 427 (1944) (Acq.), the taxpayer performed 
services from 1931 to 1940 as a member of a liquidating committee of a bank. He 
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The 1943 Amendment. Finally, by Section 119 of the Revenue Act 
of 1943, made effective with respect to taxable years beginning after 
December 31, 1940, it was provided that where back pay in excess of 15 
per cent of the gross income of an individual is received during the taxable 
year, the part of the tax attributable to the inclusion of such back pay 
in gross income shall not be greater than the aggregate of the “increases 
in taxes” which would have resulted from the inclusion of the back 
pay in gross income for the years to which the back pay is attributable. 
The amendment defined “back pay” to mean (A) remuneration which 
would have been paid in prior years except for (i) bankruptcy or 
receivership of the employer; (ii) dispute as to the liability of the 
employer; (iii) lack of funds appropriated to pay government salaries ; 
or (iv) “any other event determined to be similar in nature under 
regulations prescribed by the Commissioner with the approval of the 
Secretary”; and (B) retroactive wage or salary increases ordered or 
approved by a Federal or State agency, received or accrued during the 
taxable year for services performed prior thereto; and (C) payments 
received or accrued during the taxable year as a result of alleged viola- 
tions of State or Federal laws relating to labor standards or practices, 
where such payments are attributable under regulations of the Com- 
missioner to a prior taxable year. 

As to when an event will be considered “similar in nature” to those 
specified in (A) (i), (ii) and (iii) above, the regulations provide :*° 


An event will be considered similar in nature to those events specified in 
section 107 (d) (2) (A) (i), (ii) and (iii) only if the circumstances are 
unusual, if they are of the type specified therein, if they operate to defer 
payment of the remuneration for the services performed, and if payment, 
except for such circumstances, would have been made prior to the taxable 
year in which received or accrued. For the purposes of this section the 
term ‘back pay’ does not include remuneration which is deemed to be con- 


was paid for these services in 1940, but the liquidating committee continued to exist 
in order to act for 18 stockholders who had purchased the shares of the other 12 
stockholders. It was anticipated that the work to be done after 1940 would be insignifi- 
cant, and the taxpayer did not expect to receive, and had not received, any further 
compensation by the time of the Tax Court hearing. Pointing out that the references 
in the statute to completed services were designed to eliminate advance payments, 
and that “even though the original undertaking was not completed the part that was 
paid for had been,” the Tax Court held that the taxpayers had brought themselves 
within the statute. In Civiletti v. Comm’r, 152 F. (2d) 332 (C.C.A. 2d, 1945), the 
Second Circuit said it thought the 1939 version of the statute meant what it said, 
namely, that the compensation was to be paid only upon the completion of the under- 
taking. At the same time, Judge Learned Hand commented that under the 1942 
amendments, Congress allowed the benefit of § 107 to any taxpayer who received 
in one sum the payment for past services, but excluded payments for future services. 
20Reg. 111, Sec. 29.107-3. 
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structively received in the taxable year or years in which the services were 
performed, remuneration paid in the current year in accordance with the 
usual practice or custom of the employer even though received in respect of 
services performed in a prior year or years, additional compensation for 
past services where there was no prior agreement or legal obligation to pay 
such additional compensation, or any amount which is not includible in gross 
income under chapter 1. 


A recent Tax Court decision™* held that the foregoing criteria were 
met in a case where the employer had obtained an RFC loan upon 
condition that payment of a specified portion of the salaries of certain 
of its officers was to be deferred until repayment of the loan. Pursuant 
to this agreement made in 1937, portions of the taxpayer’s salary for 
1938, 1939 and 1940 were deferred, and ultimately paid in 1941, for 
which taxable year he sought to invoke the “back pay” provision. The 
Court stated that the problem must be regarded as a special one in each 
case; that the remuneration in question did not come within any of the 
categories held by the regulations to be outside the scope of the definition 
of back pay; and that “the situation . . . constituted a similar event under 
the regulation which the Congress authorized the Commissioner to make.”’ 

In the same case, the taxpayer also sought the application of the 
“back pay” provision to a sum credited to him in 1940, and paid in 1941, 
pursuant to an agreement made in 1940 between the taxpayer and 
his employer, whereby he was entitled to a certain participation in the 
company’s profits. The Court held that, this payment was not subject 
to Section 107, as it did not constitute the “wages, salaries, retirement 
pay” or “similar compensation” to which the statutory definition of back 
pay was limited. Asa further ground for its decision, the Court remarked 
that its other holding in favor of the taxpayer was premised upon the 
conclusion that the salary restrictions imposed by the RFC resembled 
those imposed by a receiver, whereas the profit participation agreement 
had been made without the RFC’s consent. 

Some Types of Income Covered by Section 107. Although the 
Committee Reports referred to the hardship of taxing fully the “compensa- 
tion of writers, inventors and others who work for long periods of 
time without pay,’’*’ the first version of Section 107 was made applicable 
only to “compensation for personal services,” a designation which might 
not cover royalties received by inventors, writers or musicians from 


21 Norbert J. Kenny, 4 T.C. 750 (1945). 
22Sen. Rep. No. 648, 76th Cong. Ist Sess. (1939) 7. 
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the licensing of their patents or copyrights.** Moreover the 1939 statute 
did not indicate whether it applied to those cases, few though they may be, 
in which nonprofessional inventors or writers have been held to realize 
capital gains from isolated sales of their patents or copyrights.” 

In the 1942 version of the law, subdivision (b) extended the benefits 
of Section 107 to the “gross income of any individual from a particular 
artistic work or invention by him . . . which is not taxable as a gain from 
the sale or exchange of a capital asset held for more than six months.” 
The exclusion of capital gains will probably be a very limited one, in 
view of the rule that a grant by an author or inventor of anything less 
than the entire “bundle of rights” in his product is not a sale but a mere 
license”® and the recent decision in Goldsmith v. Commissioner,”* that 
a sale of motion picture rights in a play was a sale of property held for 
sale to customers in the course of a business, and thus fell within the 
exception to the definitions of “capital assets” in Section 117 (a).*’ 

Compensation for personal services, within the meaning of Section 
107, has been held not to include amounts received in settlement of a 
copyright infringement action where the author was not an employee of 
the corporation making the payment; such amounts were treated as 
damages and were also excluded from the category of capital gains since 


23 See E. Phillips Oppenheim, 31 B.T.A. 563 (1934) in which the Board stated at 564: 

“Probably it is impossible, and we do not attempt, to lay a flat rule as to what may 
constitute compensation for personal services actually rendered, with respect to an 
intellectual product. Clearly, the weekly wage paid by a newspaper to a reporter 
employee whose task is to gather information concerning persons and events, and 
write it up in printable style, would be. Quite as clearly, the income from the use of 
an invention, although the whole of the development, patenting, and licensing resulted 
from the intellect, personal effort and capital of the inventor, would not be. Some- 
where in the field between these two extremes must be found for each case the place 
which fits its facts.” See also G. C. M. 236 V1-2 Cum. Butt. 27 (1927). 

24See Comm’r v. Hopkinson, 126 F. (2d) 406 (C.C.A. 2d, 1942); Barlow, T.C. 
Memo. Dkt. 111717, CCH Dec. 13,218, P-H { 43,237 (1943); John W. Hogg, T.C. 
Memo. Dkt. 112504, CCH Dec. 13,795, P-H J 44,066 (1944) ; Maurice B. Cooke, T.C. 
Memo. Dkt. 3446, CCH Dec. 14,398, P-H ¥ 45,065 (1945). An early Treasury ruling 
held rights in a play were capital assets I.T. 2169, IV-1 Cum. But. 13 (1925). 

25 Sabatini v. Comm’r, 98 F. (2d) 753 (C.C.A. 2d, 1938); Rohmer v. Comm’r, 153 
F. (2d) 61 (C.C.A. 2d, 1946); E. Phillips Oppenheim, 31 B.T.A. 563 (1934); Irving 
Berlin, 42 B.T.A. 668 (1940); Estate of Alexander Marton, 47 B.T.A. 184 (1942); 
Jack Rosenzweig, 1 T.C. 24 (1942). But see Edward C. Myers, 6 T.C. No. 38 (1946) 
holding that the grant of an exclusive license to use, manufacture and sell an 
invention amounted to a sale of a capital asset. 

26143 F. (2d) 466 (C.C.A. 2d, 1944). 

27In a separate opinion in this case, Judge Chase took the position that there was 
no sale but merely an exclusive license; while the Tax Court had expressed a third 
view—that the copyright constituted business property subject to an allowance for 
depreciation, thereby bringing it within the exceptions to the “capital assets” definition. 
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there was no sale of anything to the infringer.** Also, where an inventor 
assigned patents to a corporation and received stock in exchange, Section 
107 was held not to be applicable.” The following types of compensation 
have been held to be within the scope of the Section: commissions or 
fees to executors and trustees; attorney’s fees; fees to members of a 
bank’s liquidating committee ; fees paid by a corporation for an employee’s 
special services in preventing a rupture between a group of affiliated 
companies; and extra compensation to a bookkeeper for special services 
as nurse, housekeeper and business adviser. And a recent ruling*® holds 
that where the tax on an author’s royalties is computable under Section 
107 (b), his agent’s commission and similar expenses incurred in pre- 
paring the manuscript for publication—the amounts of which are fixed in 
terms of percentages of the royalties—although paid at the same time 
as the author’s royalties, are to be treated in his return as if they had 
been paid ratably over the same period as that to which his royalty income 
is attributable under Section 107. The ruling also holds, however, that 
expenses incurred by the author as a result of his contractual obligation 
to defend libel actions resulting from the publication are deductible in 
the year of payment or accrual, and may not be spread back to prior 
years. 

Separability of Services. One of the first problems met under Section 
107 is whether all fees or compensation derived from one source must be 
lumped to determine whether the amount paid constitutes 80 per cent of the 
total compensation and whether the services have covered a period of 
thirty-six months or more. The question may arise in a number of 
different ways. Following are a few examples : An individual may perform 
services in several capacities for one employer; a trustee may receive 
income as well as principal commissions ; a law firm may perform several 
different kinds of services for one client growing out of one transaction 
for which separate bills are rendered ; a lawyer may act as trustee, executor 
or receiver while his firm acts as counsel for him and the fees or com- 
missions of the trustee, executor or receiver may be turned over to the 
firm as partnership earnings. 

All but the most recent of the decided cases involving the separability 
of services, have arisen under the 1939 version of Section 107. Trustees’ 
commissions under New York and New Jersey statutes were involved 
in Civiletti v. Commissioner®™ and Smart v. Commissioner.*? 


28Jack Rosenzweig, 1 T.C. 24 (1942). 
29 A. P. Steckel, T.C. Memo. Dkts. 1935, 2762, CCH Dec. 14,153, P-H J 44,308 (1944). 
801.T. 3773, 1945-24-12192 (Page 5). 
31152 F. (2d) 332 (C.C.A. 2d, 1945). 
32152 F. (2d) 333 (C.C.A. 2d, 1945). 
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In the Civiletti case, the taxpayer in 1940 was allowed “receiving” and 
“paying out” commissions as trustee of a New York trust. He had 
received income commissions annually since the trust began in 1929, 
but if the commission for receiving the corpus could be separated from 
the income commissions, and the act of receiving the corpus could be 
regarded as a service completed in 1940, Section 107 would have been 
applicable to this part of his commissions. The Tax Court held that 
the two types of commissions were to be combined, since “there is one 
appointment, one trust, one employment.” The Circuit Court of Appeals 
affirmed, holding that, while the division of fees of the trustee under 
New York law into “receiving” and “paying out’? commissions was 
“contrived to avoid the great hardship of compelling a fiduciary to wait 
until the estate was closed before awarding him anything whatever,” it 
did not follow from such a division that no part of the “receiving” 
commission is for the intermediate services of care and investment of 
the principal of the trust fund. Since the fees were paid on an inter- 
mediate accounting, the Court also denied the application of Section 
107 since it did not appear that the compensation was paid “after the 
whole job, or task was finished.” 

In the Smart case, a trustee of a New Jersey trust received com- 
missions upon an intermediate accounting in 1941, part being paid out 
of principal and the other part being paid out of income collected over 
a period of less than five years. The trust had come into being under 
the will of a decedent who died in 1933 and the trustee had collected 
income commissions prior to the intermediate accounting covering a 
period from the creation of the trust to a date in 1937. Under New 
Jersey law the commissions were not limited by the amounts received 
or distributed by the trustee but were within the discretion of the Court. 
If the sum of all the commissions paid in the intermediate accounting 
were treated as paid for a single set of services, Section 107 would not 
have applied and the Tax Court so held. In affirming, the Circuit Court 
of Appeals denied the contention that. division of the burden of the 
commissions between corpus and income necessarily required a division 
of the services themselves. Judge Learned Hand stated : 


When a court comes to award commissions to a trustee for his services, it 
does indeed divide the burden, because the services have inured to the 
benefit of both the life tenant and the remainderman, who for that reason 
ought to share the cost. But in so doing the court does not even impliedly 
try to separate the services into those which have benefited the income and 
those which have benefited the principal; on the contrary it divides the cost, 
either by some rule of thumb, statutory or judge-made, or according to the 
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supposed benefit, or in some other of the ways which courts are accustomed 
to measure the incommensurable.*** 


An earlier Tax Court decision had carefully separated several types 
of services performed by a taxpayer for her employer. In Bertha Kirk- 
patrick,** the taxpayer originally was employed as a bookkeeper in 1921, 
which position she continued to hold until the death of her employer in 
1939. Shortly after 1921 she also began to perform services as business 
manager, adviser, housekeeper and as nurse during the illness of her 
employer. For the latter services, the employer orally promised to make 
payment and in 1936 a written agreement was entered into, the employer 
conveyed real estate to the taxpayer and bound his estate to pay her 
$37,500 upon his death. After the death of the employer, this agreement 
was the subject of litigation which was settled in 1940 by the payment 
of $22,000 to the taxpayer, and confirmation of title to the real estate 
already conveyed to her. For the purpose of applying Section 107, the 
Tax Court found that the services as bookkeeper, on the one hand, and 
the other services, were “two separate services” to the employer, entered 
into at different times. 

The most recent Tax Court decision** involved a $2,000 bonus paid 
in 1941 in recognition of the taxpayer’s “25 years’ continuous and faithful 
service” in the employ of a corporation. The Court held that the facts 
clearly failed to fit into the statute, since the bonus was merely additional 
compensation for services for which the taxpayer had already received 
salary payments amounting, during the 25 years of his employment, to 
more than $95,000. Hence, the 1941 payment failed to meet the 75% 
requirement in effect under Section 107 for the year 1941.°° 

Aside from the questions that have already arisen in determining the 
separability of services under Section 107, others can easily be imagined. 
It has been held, for example, that a separate fee might properly be 
allowed to the law partner of the receiver for legal services rendered to 
him in that capacity despite the provision of Section 72 of the Bankruptcy 
Act limiting a receiver’s fees “for his services as required by this title” 
to those “expressly authorized and prescribed by this title.”** Judge 
Goddard pointed out in his opinion in that case that the situation was 
similar to the rule now provided by Section 285 of the Surrogate’s Court 


3287d. at 335. 

33T.C, Memo. Dkt. 3866, CCH Dec. 14,293, P-H ff 44,403 (1944). 

341... C. Walsh, T.C. Memo. Dkt. 6472, CCH Dec. 14,975, P-H { 46,021 (February 4, 
1946). 

35 Section 139 (b) of the 1942 Revenue Act provides that for a taxable year beginning 
in 1941 only, the percentage requirement shall be 75% instead of 80%, and the minimum 
period of services shall be 60 months instead of 36 months. 
387n ve Street Railways Advertising Co., 54 F. Supp. 577 (S. D. N. Y. 1941). 
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Act of New York, which allows a lawyer who is an executor to serve 
as attorney for the estate and to receive such compensation for his legal 
services as the Surrogate may allow, entirely apart from his statutory 
commissions as executor. Likewise, where the same person is appointed 
by the will to serve as executor and trustee, he will be allowed separate 
commissions in each capacity where “the acts as executor and as trustee 
are separate and distinct and are not performed at the same time.’ ** 

Does the fact that a partnership agreement may provide that all fees 
and commissions of a partner shall become earnings of the firm, require 
the lumping of such fees and commissions with compensation paid the firm 
for services to the partner in the capacity in which the fees and com- 
missions were earned? If the services and compensation are otherwise 
separable, it would seem that the agreement of the partners among 
themselves as to sharing the compensation should not compel the con- 
clusion that there was only one set of services. There is nothing in Section 
107 or the cases indicating that all compensation be brought into hotchpot 
simply because it comes from one source. 

Not infrequently, the general work performed by professional men, 
such as lawyers, accountants and engineers, in connection with one trans- 
action or project, is treated as one set of services, whereas the subsequent 
handling of an offshoot of the original matter is treated as an entirely 
separate task which becomes the subject of a new or separate agreement 
for compensation. If the two types of services must be lumped in all 
cases, the benefit of Section 107 sometimes will be lost. The mere 
fact that separate bills are rendered is probably not controlling, since 
more than one bill may be sent for one set of services. The test probably 
should be whether in fact separate employment arrangements are made 
and whether, from all the surrounding circumstances, including the nature 
of services, prior practices and the relations of the parties, it would be 
expected that the two types of services, although stemming from one 
matter, would be the subject of separate arrangements for compensation. 

May Incoming Partners Invoke Section 107? Under the original 
wording of the statute, it was held that an incoming partner could not 
invoke Section 107, where neither he is an individual, nor the partnership 
after he became a member, had performed the services in question for 
the necessary minimum five years’ period. This was so because the 
statute applied only to compensation for services rendered 


37™See 4 WarreN’s HEATON ON SurrocaTe’s Courts (1945), § 425, citing cases 
applying this rule with varying results. 
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By an individual in his individual capacity, or as a member of a partner- 
ship, and covering a period of five calendar years or more from the beginning 
to the completion of such services, 


and it was held** that a taxpayer “can not add to his services as a partner 
the individual services of another partner rendered prior to the creation 
of the partnership.” 

The 1942 amendments, however, warrant a contrary result. The 
language of Section 107 now is: 


Compensation for personal services covering a period of thirty-six calendar 
months or more... received or accrued in one taxable year by an individual 
or a partnership. 


And the Regulations*® provide : 


... It is not necessary, in order for section 107 (a) to be applicable, that 
the individual who includes in his gross income compensation for such 
personal services be the person who renders the services. For example, a 
partner who shares in the compensation for such personal services rendered 
by the partnership may be entitled to the benefits of section 107 (a), 
notwithstanding that he took no part in the rendering of such services . . 


The recognition being given to this provision of the Regulations by the 
Bureau leads to results which may seem unusual,*° but probably are 
unavoidable if the statute is to be given the intended breadth of scope. 
This Regulation, when considered along with the fairly common practice 
of having partners agree to throw outside earnings into the firm “pot,” 
seems to be a far cry from the doctrine that the fruits are not to be 
“attributed to a different tree from that on which they grew.” ** Arrange- 


38In Ralph G. Lindstrom, 3 T.C. 686 (1944), aff'd 149 F. (2d) 344 (C.C.A. 9th, 
1945), partner E commenced services in his individual capacity and later formed a law 
partnership which continued the services, for which in 1940, the partnership collected 
a fee. The taxpayer, partner F, contended that the period of services by partner 
E prior to the formation of the partnership was to be included in determining whether 
the services covered a period of five calendar years. In denying relief, the Circuit 
Court of Appeals pointed out that “provisions granting specific tax exemptions are 
to be strictly construed.” 

39 Reg. 111, Sec. 29.107-1. 

4°For example, suppose partner Z in 1944 became a member of the partnership 
X, Y, Z, with which he had not been associated prior to that date; in 1945 the firm 
collected a fee for services rendered since 1932; it would seem that § 107 is applicable 
to the share of the fee collected in 1945 paid to him, even though most of it was 
earned when he was not a member of the firm and although he performed no part 
of the services, and perhaps was not even a member of the bar in 1932. 


*lLucas v. Earl, 281 U.S. 111 (1930). 
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ments deflecting income from one partner to his copartners had been 
upheld, however, long before Section 107 came into the law.* 


May an Outgoing Partner Invoke Section 107? Where a member 
of a personal service partnership (such as a law firm) retires, it is not 
unusual for the parties to agree, or for the partnership articles to provide, 
that the retiring partner shall receive payments from the continuing 
partners which in part may represent the estimated share of the retiring 
partner in the fees already earned but not collected by the firm. It has 
been held that such payments represent ordinary income to the retiring 
partner, as he was simply collecting in advance, money that had been 
earned as ordinary income.** Where this is the real nature of the 
agreement between the retiring partner and his firm, the amount received 
should be treated as “compensation for personal services,” and Section 
107 should be applicable to that part of the payments which meets the 
80 per cent and the thirty-six months requirements. 


Where, however, the amounts paid, although measured by an interest 
in future collections, constitute consideration for the sale of an interest in 
the partnership assets, including good will, capital, receivables and fixtures, 
then payments to the retiring partner constitute capital payments for his 
partnership interest ** and presumably Section 107 would have no applica- 
tion even though the partnership is engaged in rendering personal services. 


42Gardner Abbott, 30 B.T.A. 227 (1934), in which a partner in a law firm turned 
his receiver’s fee over to the firm; M.P.G. Hillman, 2 B.T.A. 1265 (1925) (Acq.) 
in which a partner in an engineering firm turned his salary from a corporation over to 
his firm; Arthur W. Harrison, B.T.A. Memo. Dkts. 102783, 102785, CCH Dec. 12,234 
(A), P-H § 41,584 (1941) in which fees from various companies were turned over to 
the partnership by a partner in a construction firm; O.D. 121, 1 Cum. Butt. 97 (1919), 
in which a partner in the armed forces was required to turn over earnings to his firm; 
O.D. 648, 3 Cum. Butt. 125 (1920) and A.R.M. 25, 2 Cum. Butt. 104 (1920), in which 
salary from a city was turned over to firm, and notarial commissions were turned over 
to firm. See also James S. Muir, 3 B.T.A. 165 (1925) (Acq.); I.T. 1685, II-1 Cum. 
Butt. 72 (1923) and O.D. 1009, V Cum. Butt. 81 (1926). 

43Doyle v. Comm’r, 102 F. (2d) 86 (C.C.A. 4th, 1939), aff’g 37 B.T.A. 323 (1938), 
in which a lawyer assigned to one of his former partners all the former’s interest in 
specified fees to be collected in the future; Helvering v. Smith, 90 F. (2d) 590 (C.C.A. 
2d, 1937), rev’g B.T.A. Memo. Op., in which a retiring partner who had no capital 
interest and who had received his share of all fees collected up to the date of retire- 
ment, “sold” to the continuing partners his right to share in legal fees for services 
performed before his retirement; and Daniel W. Ross, B.T.A. Memo. Dkts. 104929, 
104955-104957, CCH Dec. 12,446-A, P-H { 42,145 (1942), appeal dismissed by C.C.A. 7th, 
August 7, 1942. 

*4The distinction between a payment representing a distribution of partnership 
income and a payment for the purchase of an interest in the partnership is succinctly 
clarified in Bull v. United States, 295 U.S. 247, at 254-5 (1935). Where the payment is 
a mere distribution of income, it is taxable as such to the distributee and not to the 
remaining partners. Degener v. Anderson, 77 F. (2d) 859 (C.C.A. 2d, 1935); Walter 
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May Section 107 be Invoked by the Commissioner? The taxpayer 
may find that the application of Section 107 would actually result in a 
higher, rather than a lower tax, because of substantial other income 
during the earlier years of the period of services or because of lower 
tax rates in the later years. Since each of the substantive provisions of 
the section states that “the tax attributable’ to the payment in question 
“shall not be greater than the aggregate” of the taxes that would have 
resulted from including such payments in the prior years’ income, and 
since Section 107 was designed for the benefit of the taxpayer, it seems 
clear that the section cannot be invoked by the Commissioner to bring 
about an increase in tax. 

This view is embodied in the Regulations, which in detailing the 
mode of computation under each of the subsections, direct the taxpayer 
to compute his tax both with and without applying Section 107, and to 
take the smaller of the two resulting figures as his tax liability.*° It 
would seem to be a logical corollary that one partner might find it 
advantageous to invoke Section 107, while another, with regard to his 
share of the same income, might compute his tax without applying the 
section. 

When is Income Received or Accrued Within the Meaning of Section 
107? The 1939 version of Section 107 referred only to compensation 
“received” for services and “paid” on their completion. Under the 1942 
Act, the Section applies where compensation in the required amount is 
“received or accrued” in one year covering services of thirty-six months 
or more. The “back-pay” provision of Section 107 is also made applicable 
to compensation “received or accrued . .. during the taxable year.” 

As to the time when compensation is to be regarded for income tax 
purposes as having been “received” by a cash basis taxpayer, many ques- 
tions have arisen altogether apart from, and long before the enactment 
of, Section 107. Nothing in the wording of this Section would suggest 


T. Gudeon, 32 B.T.A. 100 (1935) ; Gussie K. Barth, 35 B.T.A. 546 (1937) ; Richard P. 
Hallowell, 2d, 39 B.T.A. 50 (1939) and Estate of Bellinger, T.C. Memo. Dkt. 4562, 
CCH Dec. 14,996, P-H J 46,040 (1946). On the other hand, where there is a purchase 
of a partnership interest, the payments are taxable to the partners, being made for 
their account out of funds otherwise distributable to them as partnership profits. 
Hill v. Comm’r, 38 F. (2d) 165 (C.C.A. Ist, 1930); Pope v. Comm’r, 39 F. (2d) 420 
(C.C.A. 1st, 1930); W. Frank Carter, 36 B.T.A. 60 (1937); Estate of Bavier C. 
Miller, 38 B.T.A. 487 (1938); Edwards v. Comm’r, 102 F. (2d) 757 (C.C.A. 10th, 
1939) ; Estate of George R. Nutter, 46 B.T.A. 35 (1942) aff’d sub. nom. McClennen v. 
Comm’r, 131 F. (2d) 165 (C.C.A. Ist, 1942) ; and H. Lewis Brown, 1 T.C. 760 (1943), 
aff'd 141 F. (2d) 307 (C.C.A. 2d, 1944), cert. denied 323 U.S. 714 (1944). 

*5 Reg. 111, Sec. 29.107-1. See The Colson Corporation, 5 T.C. No. 127 (1945), an 
excess profits tax case, saying, in effect, that certain relief provisions can be used only 
Ly the taxpayer. 
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that the term “received,” as there employed, is to be given any meaning 
differing from its general significance in the income tax law. The Regula- 
tions dealing with “back pay” contain the statement that : 


For the purposes of this section the term ‘back pay’ does not include 
remuneration which is deemed to be constructively received in the taxable 
year or years in which the services were performed, ... 


Thus, if compensation is constructively received in a prior year, it is 
taxable for such year and not for any subsequent year*® so that no 
question can arise as to whether such compensation in a later year may be 
regarded as back pay attributable to earlier years. 

Doubtless many problems as to when compensation is “received” by 
a cash basis taxpayer will arise under Section 107. Aside from the 
doctrine of constructive receipt, under which payments set aside and 
available, although not yet received by the taxpayer, are treated for tax 
purposes as having been received, other problems will arise, such as 
whether a check mailed on December 31, but received by the taxpayer 
on January 2, of the following year will constitute income taxable for 
the prior year, and whether income is to be deemed “received” at a time 
when the recipient’s right to retain the payment is uncertain or disputed. 
This last question has arisen in two cases involving Section 107. In 
the Kirkpatrick case, supra, the employer conveyed real estate to the 
taxpayer in 1936 as partial consideration for services rendered from 
1921 to 1936. After the employer’s death in 1939, controversy arose 
between the taxpayer and the executors of the employer’s estate resulting 
in cross-actions, both decided in the taxpayer’s favor in 1940, when a 
decree was entered confirming her title to the real estate. The Commis- 
sioner contended that the taxpayer received this compensation in 1936. 
The Tax Court held, however, that since the litigation involved the 
validity of the agreement under which the property had been conveyed 
to her, this “resulted in the postponement of the receipt of any income to 
the petitioner . . . until 1940.” A similar result was reached in Leland 
J. Allen,*’ where, under a contingent fee arrangement, an attorney received 
a share in the proceeds of a judgment in 1936, but further litigation 
followed, and a final judgment, confirming the earlier one, was entered 
in 1940. The Court reasoned that the fee was not earned until the latter 
year, that if the final judgment had been against his client he would have 
had to refund the entire amount of the earlier judgment and taxpayer 
“would have earned no fee.” The amount received by him in 1936 
“meanwhile was held by him in trust for his client.” Neither of these 


46 Reg. 111, Sec. 29.42-2. 
475 T.C. 1232 (1945) (Acq.). 
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opinions discussed the rule of North American Oil Consolidated v. 
Burnet,** involving impounded income, that a taxpayer must report 
income whether on the cash or accrual basis, if he “receives earnings 
under a claim of right and without restriction as to its disposition, . . . 
even though it may still be claimed that he is not entitled to retain the 
money and even though he may still be adjudged liable to restore its 
equivalent.” So far as the Allen decision is concerned, a distinction might 
be drawn upon the ground that the payment in question was held to have 
been received in trust—a distinction expressly recognized in a case where 
a corporation erroneously credited a dividend to a taxpayer and later 
reversed the entry upon discovery of the error. The Sixth Circuit 
distinguished the North American case upon the ground, among others, 
that under such facts “the receipt of the dividend gave rise to a con- 
structive trust and petitioner thereby became a constructive trustee of 
the dividend.”*® No such distinction, however, can be drawn between 
the North American decision and the Kirkpatrick case, in which the 
compensation was received by the taxpayer in 1936 and was brought 
into question by litigation commenced in 1939. 

Section 107 Computations. In recomputing taxes for prior years 
covered by a period of service under Section 107, the taxpayer, of course, 
must take into account a previous allocation of income to such year in 
another Section 107 computation.*** If the Section 107 computations 
“pile up” enough attributed income in prior years when the taxpayer was 
in high surtax brackets, it may become uneconomical to claim any 
further benefits under the Section.*° 

The possibility that Section 107 may benéfit a taxpayer, puts a premium 
on the retention of copies of returns and records relating to income 
and deductions for prior years. In many cases the examining agents 
will not have the original returns immediately available and in some 
cases the returns will have been destroyed. From the taxpayer’s retained 
copies, plus the Collector’s records of payments, the examining agents 
can usually verify the tax which would have resulted from attributing 
income toa prior year. Where the taxpayer does not have a copy of his 
return for a prior year, the practice in some instances has been to accept a 


48286 U.S. 417 (1932). See also Clay Sewer Pipe Association v. Comm’r, 139 F. 
(2d) 130, 133 (C.C.A. 3d, 1943) for a restatement of this rule, and a collection of 
recent cases applying it. 

49 Knight Newspapers v. Comm'r, 143 F. (2d) 1007 (C.C.A. 6th, 1944). 

#9* Reg. 111, Sec. 29.107-1. 

50 However, the Bureau apparently takes the sensible view that, where income is 
thrown back to a prior year, in which some of the income received had in turn been 
thrown further back, this latter income is excludible in recomputing the income attri- 
butable to such prior year. 
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sworn computation of the tax reconstructed by the taxpayer from his 
own records or those of his employer. 

Since Section 107 operates to limit the tax for the year of receipt or 
accrual of the compensation, it is obvious that the application of the 
section in the current year can not be made the basis of claiming either 
a deficiency or refund for the prior year, but in determining the aggregate 
of the taxes which would have been payable in prior years had the 
income been included in gross income during such years, may past 
mistakes be corrected by either the taxpayer or the Commissioner ? 

Since the law provides that the taxes for the current year shall not be 
greater than if the income had been “included in the gross income” of the 
taxpayer over the period prior to receipt or accrual, it may be arguable 
that the computation under Section 107 for the prior year should be 
made merely by adding to the gross income for that year as reported, 
or as finally agreed upon, the amount of the income attributed to that 
year under Section 107. The forms used by examining agents in com- 
puting the tax “allocated” to the prior year under Section 107, start 
with the “net income heretofore taxed” and to this is added the income 
“allocated” to the prior year, thus indicating no intention to disturb 
determinations for prior years. Some items, however, such as charitable 
contributions may depend upon the amount of income” for the prior 
year, and we may anticipate efforts to get the benefits of increased deduc- 
tions for such contributions to reduce the amount of tax which would 
have been payable if the Section 107 income had been included in the 
gross income of the prior year.*? The effectiveness of Section 107 as 
a relief measure undoubtedly will be lessened if there is to be a “rehashing” 
of old disputes each time the benefit of the Section is claimed, as one 
writer suggests.** 


51“Adjusted gross income” for years beginning after December 31, 1943 (see § 8 
(b) Individual Income Tax Act of 1944 and I.R.C. § 23 (0). Prior thereto the deduction 
was based on “net income” computed without the benefit of the deduction (see § 127 (c) 
Revenue Act of 1942). 

52 Compare § 473.6, T.D. 5409, (1944 Cum. But. 466) prescribing regulations under 
I.R.C. § 3807 which, despite the statutory limitations on the adjustments which may 
be made under that section, provides: “If the treatment of any item upon which the 
tax previously determined was based, or if the application of any provision of the 
internal revenue laws with respect to such tax depends upon the amount of income 
or the amount of income from property (e.g., charitable contributions, depletion, or 
foreign tax credit), readjustments must be made in such items as part of the recompu- 
tation in conformity with the change in the amount of income or the amount of 
income from property which results from the correct treatment of the item or items 
in respect of which the above determination was made.” 

532 MerTENS, Law or FeperAL INCOME TAxaTion (1942) § 1245. 
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In computing taxes for the current year the Commissioner has ruled™* 
that the deduction for charitable contributions for such year is to be 
based upon adjusted gross income without deduction for the Section 107 
income attributed to other years. This is logical since the deduction for 
charitable contributions is limited to 15 per cent of adjusted gross income 
and all the taxpayer’s compensation including Section 107 items is includible 
in gross income of the current year. The effect of Section 107 is to 
reduce the tax payable on a portion of such income, not to require its 
exclusion from income of the current year. 

Section 107 and The Forgiveness Features of the Current Tax Pay- 
ment Act. A problem of importance, as yet not decided by the courts, 
arises in connection with the forgiveness provisions of the 1943 Current 
Tax Payment Act. 

In order to ease the tax burden during the transition in 1943 to the 
pay-as-you-go system, Section 6 of this Act provided, subject to certain 
refinements not material here, that the 1942 income tax was to be entirely 
forgiven and the 1943 tax computed by taking the higher of the two 
taxes for the years 1942 and 1943, and adding thereto 25% of the 
smaller of the two taxes. 

Suppose that in 1945 a taxpayer on the calendar year and cash basis 
received compensation which he is entitled under Section 107 to spread 
back over the years 1942, 1943, and 1944. In computing the additional 
tax which would have been payable in such years had the Section 107 
compensation been included in income of the prior years, do the forgive- 
ness provisions apply to reduce the amount of tax attributable to 1942? 

The Commissioner in office has ruled in the negative, on the ground 
that the forgiveness provisions did no more than discharge the 1942 tax 
and that the recomputation of tax on the part of a lump sum attributable 
to a prior year is “simply a means of computing the tax for the year the 
lump sum ts received.” °° 

Whether this ruling will be upheld by the Courts is open to doubt. The 
Senate Finance Committee report on the original version of Section 
107,°* and a House Committee report on the later “back pay” provision’ 
(subsequent to enactment of the Current Tax Payment Act) both make 
clear that Congress intended the tax under Section 107 to be limited 
to the tax “which would have been paid,” had the income been received 
in the prior years. If, as the Current Tax Payment Act states, the tax 


541 etter of Commissioner Nunan, January 26, 1945, 454 CCH { 6125. 

55 Ruling letter signed by Deputy Commissioner Cann, January 11, 1945, 454 CCH 
q 6120. 
56Sen. Rep. No. 648, 76th Cong., Ist Sess. (1939) 4. 
57H. R. Rep. No. 871, 78th Cong., Ist Sess. (1943) 33. 
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liability for 1942 was completely discharged,** then to give full effect to 
this Congressional intent, the amount of tax for the prior year should be 
determined by applying the forgiveness sections. 

A recent Tax Court decision®* may lend support to the Commissioner’s 
view that Section 107 merely provides “a means of computing the tax 
for the year the lump sum is received.” In this case, the taxpayer 
received income for 1941 which the Court found to be attributable in 
part, under Section 107, to the years 1936 and 1937. In these years, 
although not in 1941, he was a nonresident of the United States for 
more than six months, and he contended that under the provisions of 
Section 116 (a) the compensation allocable to those years was excludible 
from his gross income.®® The Court rejected this contention, pointing 
out that Section 107 is a part of Supplement A of the Internal Revenue 
Code dealing with “Rates of Tax,” whereas Section 116 is a part of 
Supplement B entitled “Computation of Net Income,” and that Section 
107, relating to the rate of tax, provides a method of recomputation for 
prior years “merely used as a measure of the tax to be imposed in the 
taxable year.” The Court concluded that since Section 107 does not 
provide that the income shall be treated for all purposes as having been 
received in the prior period, the income received in 1941 was taxable 
despite Section 116 (a). 

The alternative view has been expressed that the Commissioner’s ruling 
is correct so far as it holds that the forgiveness provisions are not to be 
given effect with respect to Section 107 items “thrown back” to the year 
1942 in computing the tax for the year 1943.°° This view is based upon 
Section 6 (d) (3) of the Current Tax Payment Act, which provided 
that Section 107 “shall be applied without regard to subsections (a) 
and (b),”—the subsections dealing with the discharge of the 1942 tax 


58“As a technical legal matter the 1942 tax liability is completely discharged. In 
effect, however, the discharge of tax liability is in most cases 75% of the tax for 
1942 or 1943, whichever is the lower.” From an address by Randolph Paul, General 
Counsel for the Treasury, June 14, 1943, before the Philadelphia Bar Association. 

59 Frederico Stallforth, 6 T.C. No. 20 (1946). 

6° Prior to 1942, this section provided that a United States citizen, non-resident in 
the United States for more than six months of the taxable year, was entitled to 
exclude from gross income amounts received from sources without the United States. 

611f the view of the Tax Court in its Stallforth decision is upheld, to the effect that 
§ 107 does not mean that income attributed to prior years is to be treated “for all 
purposes or in general” as having been received in such years, computations under 
this section may be expected to give rise to other questions, ¢.g., as to whether the 
additions to income for prior years are to be taken into account in the recomputations 
of tax for such years, with regard to deductions for medical expenses and contribu- 
tions, limitations upon capital gains and losses, and capital loss carryovers. 

62454 CCH f 8,877. See also P-H { 70,374 (1946). 
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and the increase in the 1943 tax. The various drafts of Section 6 of the 
Current Tax Payment Act during its legislature history and the Com- 
mittee Reports®* on the bill, however, lend support to the conclusion 
that Section 6 (d) (3) was intended to provide only that taxpayers would 
not be permitted to consider the increase in 1943 tax caused by the 
Current Tax Payment Act (25% of the tax for whichever of the two 
years was lower) as a part of 1943 taxes in determining whether the tax 
for that year, computed without the benefit of Section 107, was greater 
or less than the tax for that year computed by applying Section 107. 


CONCLUSION 


This survey of some of the questions to which Section 107 gives rise, 
demonstrates that even so restricted an attempt to provide relief by way 
of averaging income has resulted in numerous and diverse complications. 

If averaging devices should apply to all “volatile incomes”®* such as 
capital gains, perhaps Congress should face the fact that the compensation 
received by some individuals may be equally volatile and, for the sake of 
simplicity, tax the recipient at a flat rate or at an average rate determined 
by reference to the tax burden of prior years.®° 

If Section 107 is to rest substantially in its present form, its efficacy 
might be enhanced in several respects. The “lumping” of trustee income 
and principal commissions, as required by the Civiletti and Smart 
decisions, narrows the efficacy of the section, and may be open to question 
as a matter of construction. The Commissioner’s ruling that the 1942 
forgiveness provision is inapplicable to Section 107 computations is a 
questionable interpretation of the law, considering the expressed pur- 
poses of Section 107 and the forgiveness provisions. Unless a clarifying 
amendment is adopted, the benefit of the forgiveness provisions will be 
partially lost. Even those who have everyday contact with some of the 
inconsistencies of the tax law may be excused for doubting that Congress, 
if it thought of the problem, intended to require a computation of taxes 
under Section 107 for years subsequent to 1942 on the basis that the 
1942 taxes had not been forgiven. 


63Sen. Rep. No. 221, 78th Cong., Ist Sess. (1943) (1943 Cum. Buty. 1314, 1348); 
H. R. Rep. No. 510, 78th Cong., Ist Sess. (1943) (1943 Cum. Butt. 1351, 1379). 

64 Musgrave, Op. cit. supra, note 10, at p. 35. 

85 Attention is called to H.R. 5956 introduced on April 1, 1946 by Rep. Carlson, 
liberalizing I.R.C. § 107 in several respects. 

















The New Clifford Regulations 


ABRAHAM S. GUTERMAN 


hie struggle between rule and discretion has from time out of mind 
attended the development of legal systems.* Primitive law and the 
strict law have characteristically evolved into an era of equity and natural 
law, wherein the rigors of legal rules have been relaxed in line with 
basic ideals of justice, fair dealing and good conscience.’ Certainty in 
the law has had to give way to flexibility, in formulating principles 
founded on ideals of justice of the time and place. Even the aphorism of 
Sir Henry Maine, that law is a development from status to contract, 
is a partial recognition of the receding importance in legal development 
of exact rules governing human relations. But when discretion and 
flexibility begin to destroy the element of certainty in the law, so that 
men cannot find the guideposts of permissible action in their relation 
to one another, the pendulum swings back and rules again become 
necessary so that human enterprise is not paralyzed by doubt and 
uncertainty.® 

The federal income tax has undergone a similar development which 
may best be illustrated in the income taxation of trusts. The common 
law approach to revenue statutes has been that of interpreting them 
strictly against the government.* This is expressed in the now almost 
abandoned rule of construction that doubts in tax statutes are to be 
resolved in favor of the taxpayer. The progressive expansion of the 
scope of section 22 (a) of the Internal Revenue Code, sweeping within 
its ambit an increasing number of situations, has resulted in income 
taxability in situations never contemplated by Congress in its enactment, 
and shattering any vestige of a strict statutory system of income taxation. 


ABRAHAM S. GuUTERMAN (LL.B., Harvard University) is a member of the New York 
Bar and a partner of Hess, Mela & Popkin; author of numerous articles on taxation 
and lecturer, New York University Institute on Taxation. 

1“Discretion, in general, represents more or less instinctive evaluation or appreciation 
of the diverse elements that enter into a complex; and such instinctive evaluation must 
precede conscious rule making. Rules are the limits that the continued exercise of 
discretion establishes.” CoHEN, LAw AND THE SocraL Orper (1933) 264. 

2See Pound, The End of Law as Developed in Legal Rules and Doctrines (1914), 
27 Harv. L. Rev. 195,213. 

37d. at 220-221. 

*Gould vy. Gould, 245 U.S. 151 (1917) Cf. Burnet v. Guggenheim, 288 U.S. 280, 286 
(1933). 
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Judicial expansion of the concept of taxable income has rendered the 
prediction of taxability vel non in a great number of situations a hazar- 
dous task of educated guesswork. Increasing vagueness of this concept 
has enabled the Commissioner of Internal Revenue to assert claims for 
taxes on the basis of general theories drawn from the wide field of 
discretion which the courts have created. In the battle between the 
needs of the public fisc and the ingenuity of taxpayers’ counsel, tax law 
has reached an unfortunate state of uncertainty. 

Witness the case of Helvering v. Clifford’ where the Commissioner 
succeeded in obtaining the Supreme Court’s sanction for taxing to the 
grantor the income of a trust in favor of his wife, in which the grantor 
was trustee, and wherein the corpus of the trust was to return to the 
grantor in five years. Under the steady hammer blows of the courts in 
innumerable cases, trusts were “Cliffordized” where the grantor had 
no reversion, where the beneficiaries were unrelated to the grantor, where 
the grantor was not trustee.° The Commissioner assailed virtually every 
trust where any elements could combine to justify in the slightest the 
imputation of substantial ownership. The courts accepted the Clifford 
decision as a mandate to weigh combinations of factors of control to 
determine the grantor’s taxability. Rule had given way utterly to dis- 
cretion.’ Certainty had gone out the window. But even the Commissioner 
began to realize that apart from the unfairness and public ill will 
engendered by this development, it had become a difficult administrative 
problem in which every new trust meant new litigation. 

The pendulum has now swung back.in the typical manner of any 
growing jurisprudence. Rules governing the taxability of Clifford trusts 
have now been formulated by new Regulations setting down in precise 
detail what trust provisions will result in income taxability to the grantor.* 
The Treasury Decision embodying these Regulations has been built out 
of the plethora of Clifford decisions. Furthermore, the acceptance of 
these rules in the courts will also depend on the judicial standing of 
the criteria which have now been crystallized.° This is a major develop- 


5 309 U.S. 331 (1940). 

®See Pavenstadt, The Broadened Scope of Section 22 (a); The Evolution of the 
Clifford Doctrine (1941) 51 Yate L. J. 213; Sprecher, From Clifford to Stuart (1943) 
31 Geo L. J. 477; Magill, What Shall Be Done with the Clifford Case? (1944) 45 
Cor. L. Rev. 111. 

™That decision has proved the starting point of a fertile proliferation, out of which 
no definite doctrine has emerged, or in the nature of things could emerge.” L. Hand, J. 
in Hyman vy. Nunan, 143 F. (2d) 425, 427 (C.C.A. 2d, 1944). 

8T.D. 5488, 1946 I.R.B.-2, p. 2, approved December 29, 1945. 

On the general question of the effect to be given to Treasury Regulations in the 
interpretation and application of the Internal Revenue Code See Griswold, A Summary 
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ment in the income taxation of trusts and it is the purpose of this article 
to explore the new regulations and perhaps chart a path through their 
technicalities in the light of their judicial background and history. 


HIstToRIcCAL BACKGROUND 


Sections 166 and 167 are the only sections of the Internal Revenue 
Code dealing specifically with types of trusts, the income of which will 
be held taxable to the grantor. Section 22 (a) has been invoked to 
render income of trusts taxable to the grantor which are outside the 
scope of those sections, but where the substance of ownership of the 
corpus or income has been retained in any way not covered by the 
technical provisions of sections 166 and 167. Thus a trust to discharge 
a grantor’s legal obligations has been held taxable to the grantor under 
section 22 (a).*° Helvering v. Clifford taxed the income of a 5-year trust 
to the grantor likewise under section 22 (a).’* This case has produced a 
voluminous progeny of judicial decisions going far beyond the short 
term trust and establishing a jungle-like maze of relevant factors which 
in various permutations and combinations result in taxability to the 
grantor. 

A precedent frequently cited with the Clifford case in this connection, 
has been Justice Holmes’ decision in Corliss v. Bowers,’* decided ten years 
previously. In that case the income of a trust created in 1922, with income 
payable to grantor’s wife and remainder to his children, was held taxable 
to the grantor because. the grantor had reserved a power to revoke the 
trust. It was urged by the taxpayer that he could not be taxed on income 
paid to his wife which was never his. The court answered this contention 
as follows: 

The income that is subject to a man’s unfettered command and that he is 
free to enjoy at his own option may be taxed to him as his income, whether 
he sees fit to enjoy it or not.** 


of the Regulations Problem (1941) 54 Harv. L. Rev. 398; Paul, Use and Abuse of 
Tax Regulations in Statutory Construction (1940) 49 Yate L. J. 660, reprinted in 
Pau, Stupies iN FeperaAL Taxation, Third Series (1940) 420; Surrey, The Scope 
and Effect of Treasury Regulations under the Income, Estate and Gift Taxes (1940) 
88 U. or Pa. L. Rev. 556; Brown, Regulations, Reenactment and the Revenue Acts 
(1941) 54 Harv. L. Rev. 377. 

1°Douglas v. Willcuts, 296 U.S. 1 (1935); Helvering v. Schweitzer, 296 U.S. 551 
(1935) ; Helvering v. Stokes, 296 U.S. 551 (1935); Helvering v. Blumenthal, 296 U.S. 
552 (1935). 

11For other cases invoking § 22 (a) in situations not specifically covered by the 
I.R.C. see Helvering v. Horst, 311 U.S. 112 (1940); Harrison v. Schaffner, 312 U.S. 
579 (1941). 

12281 U.S. 376 (1930). 

13 Jd. at 378. 
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The case of Lucas v. Earl,* decided in the same year, involved the 
taxability of salary assigned to another. Mr. Justice Holmes again 
decided that the assignor remained taxable on the income, alluding to 
the now famous analogy of the fruit belonging to the tree whence it 
grew. 

To further fill in the background of the Clifford case it should be 
noted that Congress specifically failed to impose a tax on short term 
trusts in the 1934 Revenue Act,’® but despite this fact the Regulations 
provided under that Act that the income of a trust was taxable to the 
grantor if the trust was for a term of three years with the corpus reverting 
to the grantor after that time.*® This latter may have derived from 
Dupont v. Commissioner," in which the income of a funded insurance 
trust for three years was held taxable to the grantor on the basis of 
section 167.** But the dissenting justices in the Dupont case declared 
that the income was taxable to the grantor apart from section 167, 
stating : 


One who retains for himself so many of the attributes of ownership is 
not the victim of despotic power when for the purpose of taxation he is 
treated as owner altogether.’® 


Reference should also be made to the series of decisions of the Board 
of Tax Appeals which had held that trusts in which extensive powers 
were reserved, and the terms of which were of short duration, constituted 
no trusts at all for income tax purposes.*° In effect this was the invocation 
of section 22 (a) to tax the income to-the grantor. 


14281 U.S. 111 (1930). 

15 See recommendation contained in Statement of the Acting Secretary of the Treasury, 
73d Cong., 2d Sess. (1933) 18, which was incorporated in Hearings before the Com- 
mittee on Ways and Means on H.R. Rep. No. 7835, 73d Cong., 2d Sess. (1934) 151, and 
which failed of acceptance. The British for many years have taxed the income of a 
trust for a term of six years or less under Finance Act, 1922, 12 & 13 Gro. V., c. 17, § 20 
(1) (b) which provides: “Any income... .which by virtue or in consequence of any 
disposition made, directly or indirectly, by any person... (other than a disposition 
made for valuable and sufficient consideration) is payable to or applicable for the 
benefit of any other person for a period which cannot exceed six years; ... shall 
subject to the provisions of this section . . . be deemed for the purpose of the 
enactments relating to income tax (including super tax) to be the income .. . of the 
person, if living, by whom the disposition was made .. .” 

16 Reg. 86, Art. 166-1 (b). 

17289 U.S. 685 (1933). 

18 Upheld in Burnet v. Wells, 289 U.S. 670 (1933). 

19289 U.S. 685, 689. 

20 Benjamin F, Wollman, 31 B.T.A. 37 (1934); William C. Rands, 34 B.T.A. 1107 
(1936) ; Raoul H. Fleischmann, 40 B.T.A. 672 (1939); Warren H. Corning, 36 B.T.A. 
301 (1937) rev'd, 104 F. (2d) 329 (C.C.A. 6th, 1939). 
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The 1936 and 1938 Regulations under section 166 presaged the Clifford 
development in providing that the income of a trust was taxable to the 
grantor, where he remained in substance the owner of the corpus, “if in 
view of the essential nature and purpose of the trust it is apparent that 
the grantor has failed to part permanently and definitely with the sub- 
stantial incidents of ownership in the corpus.”** 

In the Clifford case, decided in 1940, the grantor declared himself 
trustee for the benefit of his wife. The trust was to terminate in five 
years or on the death of the grantor or his wife. The trust corpus was 
to revert to the grantor on termination. During the trust term the 
grantor could pay out the income to his wife or accumulate, but accumula- 
tions were to belong to the wife absolutely. He also had broad powers 
of management. The court held the income of the trust taxable to the 
grantor. The decision was rested on three legs—the shortness of the 
term, the beneficiary a member of the family group, and the broad 
management powers. The court emphasized that its decision was based 
on no single factor but on the combination of factors presented : 


Our point here is that no one fact is normally decisive but that all con- 
siderations and circumstances of the kind we have mentioned are relevant 
to the question of ownership and are appropriate foundations for findings 
on that issue.?? 


Armed with this broad statement that taxability was not confined to 
the exact facts of the Clifford case, the Commissioner has prevailed upon 
the courts in numberless cases to consider a great many diverse factors to 
weight the scales in favor of taxability to the grantor. In this pursuit, 
the Commissioner has been aided by apparent classification of this type 
of issue as one of fact as to substance of ownership, with the result 
that many decisions on appeal are no more than holdings that the Tax 
Court (formerly Board of Tax Appeals), the triers of fact, had not 
reached an unreasonable result in imposing the tax on the grantor. This 
was particularly true after the Supreme Court’s decision in the case of 
Dobson v. Commissioner,”* which purported to free issues of fact decided 

1 Reg. 94, 101, Art. 166-1 (b) ; Reg. 103, Sec. 19.166-1. 

22309 U.S. 331, 336 (1940). 

23 320 U.S. 489 (1943). Cf. Bingham’s Trust v. Comm’r, 325 U.S. 365 (1945). See 
Paul, The Strange Ways of Law and Fact, (1944) 57 Harv. L. Rev. 753. The Third 
Circuit Court of Appeals recently held that a Tax Court decision on the Clifford case 
is not subject to review under the Dobson case. Klein v. Comm’r, decided 2/25/46, 5 
P-H (1946) { 72387. The Second Circuit Court of Appeals, while conceding that 
Dobson would preclude review as to the presence of sufficient factors to cause taxability 
under the Clifford case, has held that review of whether or not a particular character- 
istic constitutes an element of control under the Clifford case is proper. Cushman vy. 
Comm’r 5 P-H (1946) 72333 (C.C.A. 2d, 1946). Since findings of fact by the Federal 
District Courts are reviewable by the Circuit Courts of Appeals, the possibility of 
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by the Tax Court from review on appeal by the Circuit Courts of Appeal. 
Since few cases contained the precise combinations of factors of previous 
decisions, the value of precedents in the resolution of these cases was 
not too significant.** The cases involved few, if any, particular factors 
which standing alone would result in taxability. And even in the presence 
of such factors, the throwing in for good measure of other factors 
tended to dilute the development of any single factors alone resulting 
in taxability to the grantor. As stated by Judge Frank, dissenting in 
Cushman v. Commissioner :** 


It would seem that the Supreme Court regards a Tax Court decision of 
a Clifford question as one of ‘mixed law and fact’ which ‘will usually 
afford little concrete guidance for future cases’ except when, in reaching 
its decision the Tax Court announces a ‘rule of general applicability’ as, 
for instance, if the Tax Court decided that all trusts in which the grantor 
has any voting power im trusteed stock come within Clifford. 


THE New CLiIFForD REGULATIONS—GENERAL 


The Commissioner’s new Clifford Regulations promulgated in T.D. 
5488 contain the following statement by way of introduction: 


Income of a trust is taxable to the grantor under section 22 (a) although 
not payable to the grantor himself and not to be applied in satisfaction of 
his legal obligations if he has retained a control of the trust so complete 
that he is still in practical effect the owner of its income. Helvering v. 
Clifford, 309 U.S. 331. In the absence of precise guides supplied by an 
appropriate regulation, the application of this principle to varying and 
diversified factual situations has led to considerable uncertainty and 
confusion. 


The Regulations then proceed to abandon the doctrine of combinations 
of factors and set forth three specific factors, any one of which regardless 
of the others will result in taxability to the grantor. The detailed rules for 
determining the existence of each of these factors are precisely stated, 


limited review of the Tax Court in a Clifford situation may make the District Court 
a more desirable forum to litigate this question. See Kohnstamm v. Pedrick, 5 P-H 
(1946) 972324 (C.C.A. 2d, 1945) where the court stated: “Here, however, we have an 
appeal from a district judge, whom—however much we may personally defer to his 
opinion—we must not invest with that immunity which we accord to the Tax Court.” 
24 Compare the following statement in Edison v. Comm’r, 148 F. (2d) 810, 815 (C.C.A. 
8th, 1945) : “The Tax Court has simply attempted in each of its decisions to appraise the 
rights, powers, relationships, satisfactions and benefits involved in the particular 
situation, and in no two cases have these been wholly identical. To attempt here to 
strip down the facts and circumstances of the various cases would only tend as we 
said in the Stockstrom case ‘to sink the general question in a “quagmire of particulari- 
ties” and perhaps also to give some particular element a definite and artificial value 
in another situation.’” 
255 P-H (1946) ¥ 72333 (C.C.A. 2d, 1946). 
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but once a trust is found to come within any one of these factors the 
pursuit is over and the grantor’s taxability follows. 

In view of this approach the numerous Clifford decisions based on 
various combinations of factors are of little assistance in determining 
the validity of the Regulations. However, they are important in under- 
standing the Regulations and, insofar as any single factors or pre- 
dominant single factors have been judicially approved, they may aid in 
determining how the Regulations may fare in the courts. 

Under the new Regulations the income of a trust will be taxed to a 
grantor (1) if the corpus or income will or may return after a short 
term of years, or (2) the beneficial enjoyment of the corpus or income 
is subject to certain specified powers of disposition, or (3) the corpus 
or the income is subject to administrative control of a type considered 
exercisable primarily for the benefit of the grantor. Although the scope 
of each of these categories is detailed with considerable exactitude, 
nowhere in the Regulations is it considered important who is the bene- 
ficiary of the trust. Insofar as the beneficiary of the trust is concerned, 
the element of the “intimate family group” which was one of the prime 
factors in the Clifford decision has been eliminated. Further, the Regula- 
tions have eliminated any taxability under the Clifford case to a grantor 
merely because of the nature of the subject matter of the trust, or the 
combination of the subject matter of the trust with any other factors 
outside the listed taxable situations. Thus the fact that the trust res 
consists of stock in a corporation, of which a grantor is sole stockholder, 
and in whose business affairs he is the prime mover, does not result in 
taxability.”* A fortiori would this result follow where the grantor is 
one of several dominant stockholders in a close corporation. This con- 
stitutes a retreat from the oft-asserted contention of the Commissioner that 
this factor enters importantly into the quesion of the grantor’s taxability. 
Although the courts have generally ruled against the Commissioner 
where this factor was primarily emphasized with little else to assist,” 

26 But the Regulations specifically exclude from their coverage a trust of an interest 
in a family partnership. Reg. 111, Sec. 29.22 (a)-21 (f£). See discussion under Trusts 
Taxable Under § 22 (a) Outside the Scope of the Clifford Regulations, infra. 

27In J. M. Leonard, 4 T.C. 1271 (1945), the grantor created a trust for his minor 
children consisting of the stock of a corporation in which grantor and his brother held 
all the stock, directly or beneficially, for various members of their families. Grantor 
was sole trustee and no reversionary interest was retained. The Tax Court refused to 
consider the mere inclusion in the trust corpus of stock in a corporation controlled by 
the grantor as a basis of taxability. The case of David Small, 3 T.C. 1142 (1944) 
reached the same result. In Modie J. Spiegel, P-H T.C. Mem. Dec. Serv. J 45032 
(decided Jan. 19, 1945) grantor, an officer and son of the president of Spiegel May 


Stern (later Spiegel Inc.) created a trust of stock of that corporation with his two 
minor children as beneficiaries, and with himself as sole trustee. The grantor’s family 











386 TAX LAW REVIEW [Vol. 1: 


the factor was present in many combinations with other strong factors 
where taxability was found.”* 

Although the Regulations specifically provide that they are prospective 
only from January 1, 1946, the Bureau has recently ruled that “in cases 
not yet finally determined for such taxable years, it will be the policy 
of the Bureau, where no inconsistent claims prejudicial to the Government 
are asserted by trustees or beneficiaries, not to assert liability of the 
grantor under the general provisions of section 22 (a) of the Code, if 
the trust income would not be taxable to the grantor under the amend- 


ment to the regulations.” ** 


REVERSIONARY INTEREST AFTER A RELATIVELY SHORT TERM 


This is defined, firstly, to include a trust for 10 years or less, where the 
grantor has a reversionary interest in the “corpus or the income there- 
from.” *° Secondly, it covers a trust for 15 years or less if the trust 
contains any one or more of the following administrative powers over 
the corpus or income exercisable by the grantor or spouse living with 
the grantor*’ or both, whether or not in the capacity of trustee: 

1. A power to vote or direct the voting of stock or other securities. 

2. A power to control the investment of trust funds-either by direct- 
ing investments or by vetoing proposed investments or reinvestments. 


held the predominant interest in the corporation, and grantor in addition held broad 
administrative powers. Nevertheless, the Tax Court denied taxability to the grantor. 
Further in Herbert T. Cherry, 3 T.C. 1171 (1944) grantor was co-trustee of a trust 
for the benefit of his minor child. The trusteed stock was in a company in which the 
grantor was a director and in which the brother of the grantor was president. The 
grantor was held not taxable on the income of the trust. In Harry M. Dent, P-H T.C. 
Mem. Dec. Serv. {| 44339, decided October 21, 1944, grantor was the principal stock- 
holder, president and director of the corporation whose stock was placed in trust, 
as well as sole trustee. Despite complete control of the corporation, the grantor was 
held not taxable on the trust income. See also Helvering v. Stuart, 317 U.S. 154, 169 
(1942). Compare Kohnstamm v. Pedrick, 5 P-H (1946) {| 72324 (C.C.A. 2d, 1945) ; 
Cushman v. Comm’r, 5 P-H (1946) J 72333 (C.C.A. 2d, 1946) ; Alice Ogden Smith, 4 
T.C. 573 (1945). 

28 Stockstrom v. Comm’r, 148 F. (2d) 491 (C.C.A. 8th, 1945); Funsten v. Comm’r, 
148 F. (2d) 805 (C.C.A. 8th, 1945) ; Edison v. Comm’r, 148 F. (2d) 810 (C.C.A. 8th, 
1945) ; Stanley J. Klein, 4 T.C. 1195 (1945). 

29Mim. 5968, 5 P-H (1946) { 76076. 

3°The words “or the income therefrom” probably do not refer to the possibility of 
the grantor receiving income accumulated under certain contingencies, because that 
situation would come within § 167. It would seem to refer to the grantor becoming 
entitled to the current income of the trust within ten years even though he cannot under 
any hypothesis receive back the corpus. 

31A spouse living apart from the grantor would be excluded. Suppose that at the 
creation of the trust, the spouse lived together with the grantor, but that thereafter 
the spouse lived apart. Presumably the determination would be based upon the facts 
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3. A power to reacquire the trust corpus by substituting other property 
whether or not of equivalent value.*? 

Although the Clifford case has been applied in certain situations even 
in long term trusts, when strong factors of control were present, the 
length of term as a factor in itself has not been greatly extended.** Ten 
years has been held too long for taxability** whereas six years has been 
considered clearly within the Clifford doctrine.** Where the beneficiary 
was a charity, trusts for even less than five years have been held free 
of tax to the grantor.**® Many cases involving terms of ten years and more 
have resulted in taxability because of the extensive powers of control 
reserved and the presence of an intimate family group.*’ 


during any taxable year. Thus the trust might be taxable in one year because the 
spouse had these powers and lived with the grantor, and not be taxable in a later 
year because the spouse having these powers was living apart from the grantor. No 
qualification is made of the reason for the spouse living apart from the grantor, 
and consequently if the spouse should be living away for the period of a year in a 
different climate for reasons of health, the question whether she was living with the 
grantor would arise. The meaning of the words “living with the grantor” would 
probably be that she has not separated from the grantor. The mere fact that she may 
be away for a year or even more from the grantor would not mean that she is not 
living with the grantor. Compare the requirement of a decree of separation for the 
deduction of alimony payments under I.R.C. § 22 (u) and the taxation of such 
payments to the wife under I.R.C. § 22 (k). 

32 Although the Regulation applies whether or not any one of these powers of the 
grantor, or spouse living with the grantor, or both, is exercisable as trustee, it is only 
when such powers are held as trustee that this part of the Regulation is relevant. 
The Regulations, in defining administrative control which is exercisable primarily for 
the benefit of the grantor, make the holding of any of these powers in a non-fiduciary 
capacity the basis of taxation to the grantor regardless of the duration of the trust. 
See Reg. 111, Sec. 29.22 (a)-21 (e) (4). 

33Of course the shortness of the term bears on taxability only when coupled with a 
reversion in the grantor. In the absence of a reversion, the complete vesting of pos- 
session in a named beneficiary within a short period would emphasize the grantor’s 
divestment of control. See Armstrong v. Comm’r, 143 F. (2d) 700 (C.C.A. 10th, 1944). 

34See Comm’r v. Jonas, 122 F. (2d) 169 (C.C.A. 2d, 1941). But cf. Sterling Morton, 
45 B.T.A. 771 (1941). 

35Comm’r v. Barbour, 122 F. (2d) 165 (C.C.A. 2d, 1941) cert. denied, 314 U.S. 691 
(1941) ; Helvering v. Elias, 122 F. (2d) 171 C.C.A. 2d, 1941) cert. denied, 314 U.S. 
692 (1941). 

36Comm’r v. Chamberlain, 121 F. (2d) 765 (C.C.A. 2d, 1941); Helvering v. Bok, 
132 F. (2d) 365 (C.C.A. 3d, 1942). These decisions relaxing the rule where charities 
are the beneficiaries receive partial recognition in the fact that the 15-year trust 
provisions do not apply where the beneficiary of the trust is a charity. See Reg. 111, 
Sec. 29.22 (a)-21 (c) (2). 

37Cory v. Comm’r, 126 F. (2d) 689 (C.C.A. 3d, 1941) (10 years) ; Comm’r v. Ward, 
119 F. (2d) 207 (C.C.A. 3d, 1941) (10 years). See also Comm’r v. O’Keeffe, 118 F. 
(2d) 639 (C.C.A. Ist, 1941) (15 years) ; Price v. Comm’r, 132 F. (2d) 95 (C.C.A. 6th, 
1942) (17 years) ; Comm’r v. Buck, 120 F. (2d) 775 (C.C.A. 2d, 1941). 
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It may thus be seen that the ten-year and fifteen-year terms, as the 
case might be, as the sole ground of taxability to the grantor, go beyond 
the existing decisions. The provisions for including trusts up to 15 
years under certain conditions make it essential to eliminate the grantor 
or spouse as trustee where possible, since the powers of voting stock and 
directing investments are generally part of the powers of any trustee. 

Not only is the 10 or 15 year standard set up, but provision is also 
made to include what may be the practical equivalent of such a period. 
For example, where a trust is created for the life of a person whose life 
expectancy at the time of the transfer in trust is less than the specified 
number of years.** Further, a reversionary interest is considered within 
the 10 or 15 years, as the case may be, where the corpus or income may 
be reacquired upon the grantor’s surviving any stated contingency which 
is of an insubstantial character, such as a right to the corpus after five 
years if the grantor survives the period.*® 

A further point to be noted is that any postponement of the date for 
reacquisition of the trust corpus by reason of the reversion is regarded 
as a new transfer beginning on the date on which the postponement is 
effected.*° However, income is not rendered taxable to the grantor where 
it would not have been except for such postponement. Thus the Regula- 
tions give an example of a trust by A for son B, and after 12 years, or B’s 
earlier death, the property to be paid back to A or his estate. After the 
expiration of nine years, A extends the term of the trust for an additional 
two years. At that point A is considered to have made a new transfer 
in trust for a term of 5 years, made up of the 3 years left to go on the 
first term plus the additional two years. A is not taxable on the first 3 
years of the new 5-year term, because he would not have been taxable 
if the postponement had not been made, these three years only completing 
the original 12-year term. But A is taxable on the additional two years 
beyond the old term of the trust. 


Power Or Disposition Over BENEFICIAL ENJOYMENT OF THE 
Corpus Or INCOME 


The income of a trust has now been declared taxable to the grantor, 
regardless of its duration, where the grantor in any capacity, or any 


38Compare Mary W. Pingree, 45 B.T.A. 32 (1941) where the Commissioner con- 
tended that a trust for life was short term because of the advanced age of the beneficiary 
in the years under consideration, despite the fact that the trust was created almost 
fifteen years before. The Tax Court rejected this argument. 

3°Tt might be urged that if the grantor’s life expectancy were less than five years, 
the contingency would not be of an insubstantial character. 
4°Compare Comm’r v. Jonas, 122 F. (2d) 169 (C.C.A. 2d, 1941), 
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person not having a substantial adverse interest in the beneficial enjoyment 
of the corpus or income, has the power by revocation, alteration or 
otherwise to vary the interests of the beneficiaries of the trust, whether 
the interest be in corpus or in income.** 

The decisions involving the Clifford case in recent years have dealt 
more and more with the type of control retained by a grantor over the 
income or corpus of a trust, with the other Clifford factors being sub- 
ordinated to this predominant consideration. There has been a progressive 
refinement of the criteria of control, and a concomitant extension of the 
Clifford doctrine. The case of Buck v. Commissioner* laid down the 
proposition that the right of the grantor to vary the interests in income 
of a group of named beneficiaries, to withhold from one and give to 
another, resulted in taxability to the grantor.** From this general proposi- 
tion several distillates were evolved. It was held that the grantor’s power 
to disiribute or accumulate income under circumstances where the accumu- 
lated income became part of corpus, thereby going ultimately to remainder- 


41Tf such a power can only affect the beneficial enjoyment of the income for a 
period beginning more than 10 or 15 years, as the case may be, from the date of the 
creation of the trust, then the grantor is not taxable by reason of holding such a 
power. For example, if the grantor creates a trust on January 1, 1940 with payment 
of income to the grantor’s wife, without any administrative powers, of the kind 
described above, reserved to the grantor or his wife, but the grantor reserves the right 
to substitute any other beneficiaries in lieu of his wife after January 1, 1950, the grantor 
is not taxable on the income prior to the latter date. It should be noted that the 
foregoing statement is true even though the grantor has the right to vary the remainder 
interests effective after January 1, 1950, so that his power extends to both corpus and 
income. 

The reason that such extensive power is allowed is to conform this provision with 
the provisions relating to retention of a reversionary interest, since a trust for more 
than 10 or 15 years, as the case may be, with the entire ownership reverting to the 
grantor, is free of income tax, in the absence during that period of any powers 
described in this section. The same provisions with regard to the period of time 
during which the power above described may be exercised insofar as postponement is 
concerned, and insofar as the “practical equivalent” rule described above, are embodied 
in qualifying this rule as to powers. A grantor who reserves cuch a power exercisable 
only in 10 or 15 years, as the case may be, should be no worse off than a grantor 
who retains a clear reversionary interest to himself in 10 or 15 years, as the case may be. 

42120 F. (2d) 775 (C.C.A. 2d, 1941). See also Brown v. Comm’r, 131 F. (2d) 640 
(C.C.A. 3d, 1942), cert. denied, 318 U.S. 767 (1943). 

#3 But a later Second Circuit case, Hyman v. Nunan, 143 F. (2d) 425 (C.C.A. 2d, 1944) 
did not accept the Buck case as establishing such a power as an independent isolated 
test of taxability. In Hawkins v. Comm’r, 152 F. (2d) 221 (C.C.A. 5th, 1945) it was 
held that where the grantor was not a trustee and had no power of management or 
control, but had the right to vary the distribution of income among named beneficiaries, 
but not to add new beneficiaries, he was not taxable on the income of the trust. 

















390 TAX LAW REVIEW [Vol. 1: 


men, came within the Clifford case.** A battle was fought over whether 
a mere discretion to accumulate and thereby withhold distribution, might 
result in taxability to the grantor, even though the current beneficiary 
would ultimately be entitled to the accumulated income. This struggle 
was resolved in favor of the grantor.** A further question arose as to the 
effects of a right of the grantor to invade principal in favor of the current 
life beneficiary, thereby enabling the grantor to terminate the trust in 
whole or in part. Where this right was subject to a standard, such as 
support and maintenance, it was held not to result in taxing the income 
to the grantor.** Where the power to invade corpus was a mere accelera- 


44Stockstrom v. Comm’r, 148 F. (2d) 491 (C.C.A. 8th, 1945). See also Alex 
McCutchin, 4 T.C. 1242 (1945) ; Ben F. Hopkins, 5 T.C. 803 (1945), rev’d, Hopkins v. 
Comm’r, 144 F. (2d) 683 (C.C.A. 6th, 1944). Compare Edison v. Comm’r, 148 F. (2d) 
810 (C.C.A. 8th, 1945) where a power to invade principal in favor of a current income 
beneficiary, thus withdrawing such sums from the remainderman, was given weight 
with other factors in holding the grantor taxable. 

#5 Hall v. Comm’r, 150 F. (2d) 304 (C.C.A. 10th, 1945) where the court stated “In 
our case the trustee was authorized in his discretion to withhold the distribution of 
income, but he could not shift it from one beneficiary to another—nor could he hold 
it during his lifetime or the lifetime of the beneficiaries as in the Stockstrom and 
Miller cases, and cases cited therein. The trustee could not change the beneficial 
interest of the beneficiary; he was not authorized or empowered to ‘reduce or 
obliterate’ the share of principal or interest originally allocated to any of the bene- 
ficiaries. At the expiration of the trust, fifteen years from the date of its execution, 
the corpus and economic income must be distributed to the beneficiaries or their issue 
..-” See also Alice Ogden Smith, 4 T.C. 573 (1945) ; David Small, 3 T.C. 1142 (1944). 

The Hall case contained an additional power of the grantor-trustee to invade 
principal, which might consist of accumulated income, in favor of any of his four 
daughters named as beneficiaries, for their maintenance and support, or for illness, 
emergency or other extreme misfortune. Thus, subject to this standard, the grantor- 
trustee could take away the accumulated income allocable to one beneficiary and give 
it to the other. Under the new regulations this combination of powers would result 
in taxability since the power to withhold or distribute income is free of tax to the 
grantor when he is trustee only if the income withheld must ultimately be paid to the 
particular beneficiary from whom payment is withheld. The power to apportion 
income among a class of beneficiaries based on their needs would result in freeing 
grantor from tax only if he or his spouse were not trustee. See discussion under Power 
to Apportion Income Among a Class, Measured by an External Standard, infra. 

46 See Hall v. Comm’r, 150 F. (2d) 304 (C.C.A. 10th, 1945) and discussion in n. 
45 supra. Where discretion to distribute or accumulate income is subject to a standard, 
it has been held that, if the standard is the need for maintenance and support of 
grantor’s legal dependent, such power is not a factor in determining the application 
of the Clifford case. Morss v. U.S., 5 P-H (1946) { 72383 (D.C. Mass., 1946). 
Compare Cushman v. Comm’r, 5 P-H (1946) {| 72333 (C.C.A. 2d, 1946). The reason 
stated is that I.R.C. § 167 (c) covers this situation specifically, and if not taxable under 
that section it should have no effect in combination with other factors to cause 
taxability. See Guterman, The Federal Income Tax and Trusts for Support (1944) 
57 Harv. L. Rev. 479, 487. The Senate and House reports on § 167 (c) would seem to 
indicate that the discretionary power covered by that section would continue to be 
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tion of an ultimate interest in the corpus, it has likewise been held not 
to require application of the Clifford case.*’ 

The new Regulations have attempted to chart a path through these 
distinctions by setting forth a series of excepted powers which will not 
be classified as powers to determine or control beneficial enjoyment of 
income or corpus with resultant taxability to the grantor. 

Power exercisable by will. The first of the excepted powers is a power 
exercisable only by will. Once the grantor is dead, the income of a 
trust created inter vivos cannot be imputed to him. To what extent can 
the income be attributed to him while he is still alive, when he retains 
the power to vary the terms of the trust by will? Such a power results in 
taxability only where the income of the trust may be appointed by the 
grantor in his will and such income is or may be accumulated in the 
discretion either of the grantor or of any person not having a substantial 
adverse interest in the income.** The same result follows where any 
person, having a substantial adverse interest in the income or not, is 
directed to accumulate the income during the grantor’s lifetime with the 
grantor having reserved the power to appoint the income by will.*° 

It has been held that a right reserved to appoint by will constitutes the 
reservation of a right to alter or amend for purposes of the estate tax.°° 
Despite this holding under the estate tax, a power to alter or amend 
exercisable by will would appear to be free of tax as a Clifford trust. This 
is so even though the grantor might have a life expectancy of less than 
10 years. On the other hand, Clifford taxability would follow, if there were 
reserved a right to alter or amend by inter vivos instrument within the 
practical equivalent of a trust of less than 10 years.** 


a circumstance which may be properly regarded with other factors to determine 
whether the Clifford case applies. See Sen. Rep. No. 627, 78th Cong., Ist Sess. (1943) 
56; H. R. Rep. No. 871, 78th Cong., Ist Sess. (1943) 50. 

*7Kohnstamm v. Pedrick, 5 P-H (1946) { 72324 (C.C.A. 2d, 1945). 

48Such a power might likewise result in tax to the grantor under I.R.C. § 167. 

#2 But see Comm’r v. Bateman, 127 F. (2d) 266 (C.C.A. Ist, 1942) where the grantor 
reserved a power of appointment by will over the corpus of the trust in which 5% 
of the income was directed to be accumulated and added to corpus. It was held that 
the 5% of the income was not taxable as income of the grantor. The court emphasized 
in defense of this result that the trust was created in 1904, long before the income 
tax was enacted. Compare the effect of a power of appointment by will in the case 
of a taxpayer not the grantor who held broad powers as to the income of a trust. 
Edward Mallinckrodt, 2 T.C. 1128 (1943), aff'd, Mallinckrodt v. Nunan, 146 F. (2d) 
1 (C.C.A. 8th, 1945). The Tax Court in that case stated (p. 1138): “The income was 
his without restriction to use according to his. own volition, and even if not 
withdrawn currently, he could still dispose of it in any manner that he saw fit by his 
will.” 

5° Adriance v. Higgins, 113 F. (2d) 1013 (C.C.A. 2d, 1940). 

51 See discussion under Reversionary Interests After a Relatively Short Term, supra. 
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Powers in trusts for charity. The second excepted power is to determine 
the beneficial enjoyment of the corpus or income, if the corpus or income 
is irrevocably payable for the benefit of a charity as defined in section 23 
(o). In effect, therefore, a grantor could reserve the right to choose 
among any number of charities and to allocate the income among them 
in any proportion so long as the income must be paid to a charity. 
Similarly, a trust with the income payable to a named person for life, 
would not result in taxability to the grantor where the latter could 
appoint the remainder to any charity, so long as the corpus must go to a 
charity. Since the Regulations refer to a power to determine beneficial 
enjoyment of “the corpus or the income therefrom,” would the right to 
terminate a life tenancy and direct payment of the corpus to a charity 
come within these provisions. In view of the use of the disjunctive “or” 
it would seem that such a trust provision would be free of tax to the 
grantor under the literal terms of this exception. However, it might still 
result in taxability to the grantor because the grantor is enabled thereby 
to take away the interest of the life tenant or allow it to continue, a 
power within the general classification of one in which by alteration the 
beneficial enjoyment is controlled. For a trust to qualify within any of 
the excepted powers, therefore, it must not overflow into the domain 
of general taxability to which it is an exception. 

Power to distribute or accumulate income. The third of the excepted 
powers deals with the right to distribute or accumulate income, discussed 
above.*? The grantor will not be taxable on the income of a trust where 
he, or any other person, may apply income-for a current income beneficiary, 
or accumulate such income, provided that the accumulated income must 
ultimately be payable to the beneficiary from whom the distribution was 
withheld, or if payable on the complete termination of the trust, or at a 
time when the distribution of corpus in whole or in part is to take place, 
the income must be payable to the current beneficiary or beneficiaries, as 
the case may be, in shares irrevocably specified in the trust instrument. 
Thus, in the case where there may be more than one beneficiary, the 
grantor, or any person, cannot have the discretion as to accumulated 
income to pay over more of such income to the particular beneficiary 
than his share so accumulated, or than an amount irrevocably designated 
to be distributed among the particular beneficiaries in specified per- 
centages.** For example, it would be permissible to have a trust providing 
for income to be accumulated for A and B, and upon a stated contingency 


52See discussion under Power of Disposition Over Beneficial Enjoyment of the 
Corpus or Income, and n. 45, supra. 

53But cf. Hall v. Comm’r, 150 F. (2d) 304 (C.C.A. 10th, 1945) and discussion in 
n. 45, supra. 
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to pay the corpus in equal shares to A and B and to the extent of 
accumulations as to both A and B, to be divided 75 per cent to A and 25 
per cent to B.** 

Accumulated income is considered payable to the current income benefi- 
ciary, despite a provision that if the beneficiary does not survive the date 
of distribution, the share of such deceased beneficiary is to be paid to a 
specified designated alternate taker other than the grantor or his estate, 
if such date may reasonably be expected to occur within the beneficiary’s 
lifetime, and if the share of such alternate taker has been irrevocably 
declared in the trust indenture.** Thus, if there is a power in the grantor 
or anyone else to accumulate, and a direction that the accumulations go 
to another if the beneficiary does not survive a date 20 years from the 
creation of the trust, where the beneficiary has a life expectancy of only 
15 years, such a power will be regarded as being a power of the grantor 
to direct the income as between the current income beneficiary and the 
alternate taker. Further, if the date of the distribution of the accumulated 
income is one which may reasonably be expected to occur in the beneficiary’s 
lifetime, and the designation of the alternate taker is left to the grantor, 
or if the grantor may choose among specified named alternate beneficiaries 
or designate the extent to which such alternate takers would share, then 
the income of the trust will likewise be taxable to the grantor. 

Power to invade corpus. The fourth excepted power is one enabling 
the grantor or any other person to pay out corpus to or for a current 
income beneficiary,°* provided that the payment must be chargeable against 
the proportionate share of corpus held in trust for the payment of income 
to such beneficiary as if the corpus constituted a separate trust, or provided 
that the power is limited by some reasonably definite external standard. 
As defined for the purposes of this fourth, and the fifth exception dis- 
cussed below, the standard must be clearly set forth in the trust instrument 
and must consist of the needs and circumstances of the beneficiary, and be 
susceptible of enforcement by a court of equity. Thus a trust for the 
benefit of A for life, remainder to B, with a power in the grantor to 


54Compare the statutory provisions in many states, including New York, forbidding 
accumulations except for a minor during an actual minority. See for example § 16, 
New York Pers. Prop. Law and § 61, New York Real Prop. Law. 

55 Compare the rule in New York preventing accumulated income for a minor from 
being paid to anyone other than the minor, except where the accumulations are to be 
paid over to another person if the minor should predecease his majority. N. Y. Pers. 
Prop. Law, § 16-a; N. Y. Real Prop. Law, § 61-a. Where statutory provisions of this 
type prevail, the power to provide for accumulated income to go to another upon a 
contingency other than the minor’s death would be invalid. 

56See discussion under Power of Disposition Over Beneficial Enjoyment of the 
Corpus or Income, supra, and notes 46 and 47, 
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advance corpus in his discretion to A would not be taxable. If, however, 
the power was to advance corpus to B, it would be taxable since it would 
enable the grantor to control the disposition of the income through his 
power to revoke the trust in whole or in part by paying part or all of the 
corpus to B. 

For a further example, if a trust were created with the income payable 
equally to A, B and C, remainder to D, with an unlimited power to 
advance corpus in the discretion of the grantor to A, B or C, the income 
would be taxable to the grantor because corpus payments are not required 
to be charged against the proportionate share of corpus held in trust 
for the payment of income to the particular beneficiary. However, if the 
grantor’s power to invade corpus as above were in an amount needed for 
the maintenance and support of A, B or C, the grantor would not be 
taxable even though more of the corpus may be advanced to a particular 
beneficiary than is held in trust for that beneficiary.*’ 

Power to apportion income among a class, measured by an external 
standard. The fifth excepted power is a power to apportion income 
whether by distribution or accumulation to or within a class of beneficia- 
ries, provided that it is exercisable by a trustee other than the grantor or 
spouse living with the grantor, and not subject to the consent of any 
person other than such trustee, and limited by some reasonably definite 
external standard. This exception must be clearly differentiated from 
the third and fourth exceptions discussed above. The third exception, 
under stated conditions, allowed the grantor as trustee to distribute or 
accumulate income for a current income beneficiary. The fourth exception 
allowed the grantor as trustee, under stated conditions, to pay out corpus 
to a current income beneficiary, and even to pay out of corpus held for 
a group or class of beneficiaries to a particular beneficiary, when governed 
by an objective standard such as maintenance or support. The fifth 
exception precludes the grantor as trustee from the right to vary interests 
in income among a class of beneficiaries even when based on a standard ; 
and the person acting as trustee other than the grantor or his spouse may 
be empowered to apportion income among the class only if the power is 
limited by an objective standard set forth in the trust instrument based 


571f A, B or C are legal dependents of the grantor, the grantor might be taxable on 
the income in whole or in part under I.R.C. § 166. That section taxes to a grantor 
the income of a trust in which the grantor has retained the power to revest in himself 
title to the corpus. I.R.C. § 167 (c), excludes from taxability only “income” which 
may be used for support of a legal dependent. It does not exclude income from a 
trust which is rendered revocable under § 166 because principal may be used for 
support and maintenance of a legal dependent under Helvering v. Stuart, 317 U.S. 
154 (1942). See Guterman, The Federal Income Tax and Trusts for Support (1944) 
57 Harv. L. Rev. 479, 495-6, 500-1. 
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on the needs and circumstances of the beneficiaries in the class, and 
susceptible of enforcement by a court of equity. 

The fifth exception is also applicable only with reference to a class 
of beneficiaries, a limiting category found in none of the other exceptions. 
The Regulations contain an example of three sisters as members of a 
class. A mother and son are given as an example in the Regulations, 
presumably being considered within the class of close family members. 
Normally, gifts to classes in dispositions in wills and trust instruments 
refer to such groups as brothers, sisters, children, issue, etc., but generally 
there appears to be no limit to a class so long as the includible group is 
properly described.** The Regulations contain no requirement that any 
members of the class be related to the grantor. Thus, a class including the 
children of X, a stranger, would come within the description. How wide 
a group may be encompassed within the term “class” is not indicated, but 
it may be assumed, in view of the distinction imported by the use of the 
term “class” in this exception alone, that some form of limitation is 
thereby intended. 

The power to appoint within a class of beneficiaries falls outside the 
exception if the trustee may add to or eliminate from the class, “except 
insofar as provision may be made for after-born children.” If such a 
provision requires that after-born children become members of the class 
without further action by the trustee, then the trustee does not add to the 
class by his own act. The words in quotes therefore might imply that 
insofar as after-born children are concerned, the trustee may be empowered 
to include them in the class or not, within his discretion. Thus, a provision 
empowering a trustee other than the grantor’s spouse to apportion income 
among the grantor’s children now or hereafter born would come within 
the exception, even if the trustee were empowered in his discretion to 
include or exclude any after-born children of the grantor. 

The common power accorded a trustee to allocate receipts as between 
corpus and income, even though expressed in broad language, is not 
deemed a power over beneficial enjoyment with respect to income or 
corpus.°* An unlimited right to allocate receipts as between corpus and 
income given to the grantor would enable the grantor to take away the 
income from a life beneficiary and give it to the remainderman, or to take 

58For purposes of construction of wills or trust instruments a gift to a class is 
defined as “a gift of an aggregate sum to a body of persons uncertain in number, at 
the time of the gift, to be ascertained at a future time, who are all to take in equal 
or in some other definite proportions, the share of each being dependent for its amount 
upon the ultimate number.” Herzog v. Title Guarantee & Trust Co., 177 N. Y. 86, 97, 
69 N.E. 283, 286 (1903); Matter of Kimberley, 150 N. Y. 90, 93, 44 N.E. 945, 946 


(1896). 
59Cf. Edison v. Comm’r, 148 F. (2d) 810 (C.C.A. 8th, 1945). 
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away from the remainderman amounts that would ordinarily be corpus 
and give the same to the life beneficiary. In the absence of the limitations 
of the various exceptions as set forth above, such a power would result 
in taxability. Presumably the use of the words in the regulation describing 
the power “even though expressed in broad language,” was not intended 
to permit an unlimited power to determine what receipts shall be corpus 
or income, but rather a power capable of some objective standard in its 
exercise. Again, the distinction should be noted between this power 
which affects only receipts of the trust, some of which may be corpus, 
and the fourth exception noted above where exercise of the power inevit- 
ably reduces the existing corpus of the trust. In connection with the power 
of allocation, the pre-existing corpus of the trust, prior to the receipts, 
will ordinarily be increased thereby. Normally, such a power given to a 
trustee would be interpreted to apply only to doubtful cases, and would 
not permit the trustee to declare that that which was clearly income should 
be allocated to corpus. The Commissioner may have felt that the normal 
restrictions of equity on the exercise of such a power would be sufficient 
protection against the possibility that the resolution of some doubtful 
questions one way or the other might result in some control over the 
direction of income beyond what might be permitted by direct authoriza- 
tion in the trust instrument. 


ADMINISTRATIVE CONTROL 


One of the important bases for the Clifford decision was the 
broad power of management retained by the grantor in that case. 
Although such powers were exercisable by Clifford in his capacity as 
trustee, nevertheless the continuity of control over the trust property, 
combined with the other factors in the case, contributed to the conclusion 
that the creation of the trust had left the grantor in substantially the 
same economic position as before the creation of the trust. The fact 
that the grantor is trustee has been held not to be in and of itself a 
ground for taxability under section 22 (a).°° That the grantor was not 
the sole trustee has also been factually alluded to.** More recently, the 
grantor’s powers as trustee have been given even less weight on the 
ground that such powers were fiduciary in character and could not be 


60 Comm’r v. Branch, 114 F. (2d) 985 (C.C.A. 1st, 1940) ; Comm’r v. Armour, 125 F. 
(2d) 467 (C.C.A. 7th, 1942); Armstrong v. Comm’r, 143 F. (2d) 700 (C.C.A. 10th, 
1944) ; Hall v. Comm’r, 150 F. (2d) 304 (C.C.A. 10th, 1945) ; Estate of William Childs, 
44 B.T.A. 1191 (1941); Lura H. Morgan, 2 T.C. 510 (1943); David Small, 3 T.C. 
1142 (1944) ; Joseph Weil, 3 T.C. 579 (1944) ; J. M. Leonard, 4 T.C. 1271 (1945). 

61See Comm’r v. O'Keeffe, 118 F. (2d) 639 (C.C.A. Ist, 1941). 
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used for the grantor’s benefit. Here, again, the element of combinations 
of factors resulting in taxability reduces the relevance of cases dealing 
with the factor of the grantor as trustee. That the grantor’s wife is 
named trustee has likewise been held not to be a ground for taxing the 
trust income to the grantor.®* 

In some cases, the grantor, as trustee or otherwise, had reserved various 
powers of management, such as the power to direct the purchase and 
sale of securities®* or the power to vote stock®’ or to substitute property 
for the property held in trust.°* There has been a difference of opinion 
on the effect of such powers. Many cases have considered broad powers 
of management as not to be given too much weight in the case of a 
long-term trust.*’ 


62 J. O. Whiteley, 3 T.C. 1265, 1272 (1944) ; Estate of Benjamin Lowenstein, 3 T.C. 
1133, 1141 (1944) ; W. C. Cartinhour, 3 T.C. 482, 489 (1944). 

63In John Stuart, 2 T.C. 1103, 1112 (1943) the Tax Court stated as follows: 

“The fact that the other trustees were his wife and his brother is not significant under 
the circumstances. It is natural that the grantor of a trust will appoint as fiduciaries 
persons upon whose ability and integrity he may rely. This is particularly true in this 
case because the wife and brother best knew the needs of the children and the purposes 
of the trusts. It would have been an abuse of their discretionary powers under the 
trust indentures if they allowed petitioner to impose his will upon them. In the 
absence of evidence, it would be unjustifiable to impute such an abuse to them. Robert 
S. Bradley, 1 T.C. 566, 574.” 

In Phipps v. Comm’r, 137 F. (2d) 141 (C.C.A. 2d, 1943) the court pointed out that 
in Clifford cases, a wife is not to be considered as so lacking in independence that it 
is to be conclusively presumed that she will exercise her powers of trustee in 
accordance with the wishes of her husband. 

64In Central Nat. Bank of Cleveland v. Comm’r, 141 F. (2d) 352 (C.C.A. 6th, 
1944), the right to direct investments was the determining factor in holding the 
grantor taxable on a short-term trust. In the same case a similar combination of 
factors without this power was held not to result in taxability to the grantor. Compare 
Ronald K. Evans, P-H T.C. Mem. Dec. Serv. § 46043 decided Jan. 31, 1946, where 
grantor reserved power to direct investments of corporate trustee and he was held 
not taxable on the trust income based on this power alone or in conjunction with 
other comparatively minor powers. 

65In Kohnstamm v. Pedrick, 5 P-H (1946) ] 72324 (C.C.A. 2d, 1945), the grantor 
was held not taxable on the trust income where he had the power not as trustce to 
vote on the trusteed stock, and to substitute investments. The court indicated that 
if the voting power meant control of the corporation in which grantor was interested, 
it would be given more importance. Compare n. 27 supra. See also Williamson v. 
Comm’r, 132 F. (2d) 489 (C.C.A. 7th, 1943). 

66JIn Helvering v. Stuart, 317 U.S. 154, 169 (1942) the right to substitute securities 
was specially mentioned as a Clifford factor. Compare Kohnstamm v. Pedrick, n. 
65, supra. See also Comm’r v. Lamont, 127 F. (2d) 875 (C.C.A. 2d, 1942) ; Helvering 
v. Bok, 132 F. (2d) 365 (C.C.A. 3rd, 1942). 

87See e.g. Comm’r v. Branch, 114 F. (2d) 985 (C.C.A. Ist, 1940); Helvering v. 
Palmer, 115 F. (2d) 368 (C.C.A. 2d, 1940); Jones v. Norris, 122 F. (2d) 6 (C.C.A. 
10th, 1941) ; Comm’r v. Betts, 123 F. (2d) 534 (C.C.A. 7th, 1941); Hall v. Comm’r, 
150 F. (2d) 304 (C.C.A. 10th 1945) ; Kohnstamm v. Pedrick, 5 P-H (1946) 72324 
(C.C.A. 2d, 1945). 
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The new Regulations impose the tax on the grantor for the income 
of a trust where the grantor’s administrative control is exercisable pri- 
marily for the benefit of the grantor rather than for the beneficiaries of 
the trust. The determination of the scope of such administrative control 
is based not only on the terms of the trust itself, but also on “the circum- 
stances attendant on its operation.” This means that the method of 
operating the trust, and the interpretation placed on the power of the 
trustee as a result of such operation, may determine whether the administra- 
tive control reserved is held for the benefit of the grantor.** It should be 
noted that the words “primarily for the benefit of the grantor rather than 
for the beneficiaries” are used. Thus, a mere incidental benefit to the 
grantor would not result in taxability.°° 

The Regulations set forth the conditions under which administrative 
control will be considered exercisable primarily for the benefit of the 
grantor. 

Power to enable grantor to acquire trust property for less than its 
value. The first of these conditions is a case wherein the grantor or any 
person lacking a substantial adverse interest has a power, whether or not 
in the capacity of trustee, which enables the grantor or any person to 
purchase, exchange or otherwise deal with or dispose of the corpus or 
income of the trust for less than an adequate consideration. Where such 
a power is exercisable by a person having a substantial adverse interest 
in its exercise, the income of the trust will not be taxable to the grantor. 
For example, if a person other than the grantor has such a power over 
income subject to the consent of the income beneficiary. 

This condition may present a serious problem by reason of the possi- 
bility that a right reserved by the grantor, even as trustee, to direct 
investments,’” may permit of the interpretation that such general power 

®8See Litta Matthael, 4 T.C. 1132 (1945) where the trusts were administered in a 
lax fashion leading the Commissioner to contend that, despite the terms of the trusts, 
the conduct of the grantors and trustees after the trust declarations showed that they 
never intended to abide by the provisions of the trusts. The Tax Court nevertheless 
held that the income of the trusts was not taxable to the grantors, despite the laxity in 
administration, since the trust beneficiaries were not prejudiced thereby in the end. 
Compare Hash v. Comm’r, 5 P-H (1946) § 72325 (C.C.A. 4th, 1945) where the 
court stated: “And more important here is what was actually done rather than 
what might have been done under the theoretical power given to the trustees.” 

6° Thus, for example, a power reserved to the grantor as co-trustee with his wife 
to lend trust funds to a corporation or partnership in which the grantor might be 
interested has been held to be an indirect and incidental benefit to the grantor, and 
therefore not a basis for taxing the trust income to the grantor. Morss v. U.S., 5 P-H 
(1946) J 72383 (D.C. Mass. 1946). 

70A power in the grantor not as trustee to direct investments results in taxability 
under Reg. 111, Sec. 29.22 (a)-21 (e) (4) discussed under Administrative Powers 
Exercisable by Non-fiduciary, infra. 
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includes the right to purchase the trust property for less than a full 
consideration."* In connection with the estate tax, it has been held that 
a power to substitute securities, without specific restriction that such 
substitution be for securities of equal market value, constituted a power 
of revocation by reason of the implication that securities of lesser value 
could be substituted.** In the recent case of Gordon M. Mather,” the 
Tax court stated as follows: 


But even if section 167 is not applicable on the facts, we think that the 
income of the trusts must be held taxable to petitioner under section 166 
because of petitioner’s retention of the right to require the trustee to make 
loans, sales, and purchases such as he might direct in writing. That provision 
of the trust agreements is also without any qualification. Petitioner was 
under no fiduciary obligation to use the rights to the best interests of the 
beneficiaries. For all that the trust agreements show, and we have no 
other evidence before us, he could have required the trustee to sell the 
trust assets or lend the trust funds to himself upon any terms that he might 
have named. Such rights have been held to be tantamount to a power to 
revoke the trust. Estate of William J. Garland, 42 B.T.A. 324 (supple- 
mented, 43 B.T.A. 731) ; Percy M. Chandler, 41 B.T.A. 165; aff'd. 119 Fed. 
(2d) 623; Charles T. Fisher, 28 B.T.A. 1164. 

While under general trust law it is the duty of the trustee to preserve the 
trust estate for the beneficiaries, the power to do so is limited to that 
conferred upon the trustee by the grantor of the trust. Equity courts will 
go no farther than to protect the beneficiaries in the enjoyment of the rights 
actually granted to them by the terms of the trust agreement. That was 
clearly brought out by the court in its opinion in the Chandler case, supra. 
Here we find nothing in the trust agreements which must be construed 
as giving the beneficiaries the right to prevent the grantor from partially or 
entirely revoking their trusts by calling upon the trustee to sell the trust 
assets to him for a consideration of less than fair value or to lend the trust 
funds to him without security. For all that is shown, petitioner might have 
done either under the powers which he reserved to himself in the trust 
agreements. He retained rights broader than mere control over the trust 
investments. . 


In the Mather case, the grantor had his power individually and not as 
trustee. It would seem more reasonable to imply that a power to invest, 
purchase or sell trust assets reserved to the grantor is a fiduciary power, 
and consequently one may well question the reasoning of the Mather case. 
However, the lurking danger from this general form of investment power 
is apparent, and particularly when vested in a person not a trustee. 

™1See David M. Heyman, 44 B.T.A. 1009 (1941), remanded, C.C.A. 2d, 1944 P-H 
61072. See Heyman v. Heyman, 33 N.Y. Supp. (2d) 235 (Sup. Ct. 1942). 

72Commonwealth Trust Co. of Pittsburgh v. Driscoll, 50 F. Supp. 949 (W.D. Pa. 
1943) aff'd, 137 F. (2d) 653 (C.C.A. 3rd, 1943). See also Estate of Lowenstein, 3 T.C. 
1133 (1944). 

735 T.C. 1001 (1945). 
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Alive to this possibility, the Regulations state that the mere fact that 
the trustee is authorized in broad language to purchase, exchange or deal 
with the trust property, in and of itself, will not be sufficient to imply 
that the trustee is thereby empowered to enable the grantor or any person 
to acquire the assets of the trust for less than full consideration. Never- 
theless, the Regulations contain this caution, that the authority to purchase 
for less than full consideration may arise apart from the specific terms 
of the trust by reason of the actual administration of the trust which 
may show that in fact such power was considered to have existed.” 

Furthermore, the Regulations, under the section dealing with adminis- 
trative control, state that a power exercisable by a person as trustee is 
presumed to be a power exercisable in a fiduciary capacity primarily in 
the interests of the beneficiaries. Such presumption may be rebutted only 
by clearly convincing proof to the contrary.** However, where a power 
is not exercisable by a person as trustee, it is presumed non-fiduciary in 
character."* To avoid the potential application of this condition to an 
ordinary trust power of investment, the indenture should expressly 
negative the right of the grantor or any person, as trustee or otherwise, 
to acquire the trust assets for less than a full and adequate consideration. 

Power to enable grantor to borrow trust funds. The second condition 
where administrative control is considered exercisable primarily for the 
benefit of the grantor is where the grantor or his spouse living with the 
grantor, whether or not in the capacity of trustee, or where any other 
person in a non-fiduciary capacity, or where such person and either the 
grantor and spouse or both, has the power to allow the grantor to borrow 
either corpus or income, directly or indirectly, whether with or without 


74 See n. 68, supra. 

75 See Cushman v. Comm’r, 5 P-H (1946) J 72335 (C.C.A. 2d, 1946) ; Morss v. U.S., 
5 P-H (1946) J 72383 (D.C. Mass. 1946). 

7™6In New York the determination of whether a power is held in trust is governed 
by Sections 137 and 144 of the New York Keal Property Law. Section 137 provides as 
follows: 

“A general power is in trust, where any person or class of persons, other than the 
grantee of the power, is designated as entitled to the proceeds, or any portion of the 
proceeds, or other benefits to result from its execution.” 

Section 144 states: “The grantor in a conveyance may reserve to himself any 
power, beneficial or in trust, which he might lawfully grant to another; and a power 
thus reserved shall be subject to the provisions of this article, in the same manner 
as if granted to another.” 

Section 144 thus renders the same test of a donated power in trust applicable to 
the reserved power of a grantor of atrust. Presumably the question whether a power is 
fiduciary in character would be governed by state law. See Hopkins v. Comm’r, 144 
F. (2d) 683 (C.C.A. 6th 1944). The reservation of a broad power of investment to 
a trust grantor, individually, was held to be a power in trust in Osborn v. Bankers 
Trust Co., 168 Misc. 392, 5 N. Y. Supp. (2d) 211 (Sup. Ct. 1938). 
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adequate security or interest. In such a case, the income of the trust 
is taxable to the grantor. Thus, any power to borrow by the grantor 
himself, whether he is a trustee or not, results in taxability."7 Any power 
to borrow by the authority of a person, other than the grantor or spouse, 
who is not a trustee of the trust, likewise results in taxability to the 
grantor. The fact that the loan is adequately secured, or that adequate 
interest is paid, or that there is no question of the obligation to repay 
the loan, does not alter this situation. 

Here again, a general power of investment may very well include a 
power to loan money to the grantor and the same considerations which 
were discussed under the first condition above are here pertinent.”* Safety 
can be assured only by specifically confining any general power of invest- 
ment to exclude the right to loan tu the grantor under any conditions. 
Of course, such exclusion is not necessary under this condition, if a 
trustee other than the grantor or his spouse is granted the right to invest 
generally, excepting insofar as the third condition discussed below may 
affect this situation. 

Power to loan to grantor coupled with exercise of power. The third 
condition, wherein administrative control is exercisable primarily for the 
benefit of the grantor, is where the power described in the second condition 
is exercisable in a fiduciary capacity by a person other than the grantor 
or spouse living with the grantor, and such power has been exercised, 
and the grantor has not completely repaid the loan, including any interest, 
before the beginning of the taxable year. In such a case, the entire 
income for that taxable year is taxable to the grantor. Thus, a power to 
loan to the grantor, given even to a trustee other than grantor or his 
spouse, will result in taxability where the power has actually been 
exercised.” The wording of the Regulations under this condition raises 
the question whether the grantor is taxable if he is trustee together with 
a person other than his spouse, with the power to loan to grantor set 
forth in the trust instrument. From the literal wording of the Regulations, 
it would seem not. There is a reference to the grantor acting together 


™ But cf. Philip Meyers, P-H, 1944 T.C. Mem. Dec. Serv. J 44167, where the grantor 
as sole trustee could lend money to himself as an individual. The court held he was 
not taxable because he would be allowed to borrow only on security with a fair rate 
of interest. See also John N. Fulham, 44 B.T.A. 1183 (1941) where the grantor was 
a co-trustee with the power “to lend money to any person including any trustee or 
beneficiary with or without security.” He was held not taxable on the trust 
income. Compare Phipps v. Comm’r, 137 F. (2d) 141 (C.C.A. 2d, 1943). 

78See Gordon Mather, 5 T.C. 1001 (1945). 

79In M. Greenspun, et al., P-H T.C. Mem. Dec. Serv. { 44122 (1944), the trustee 
was empowered to make loans to grantor and loans were actually made. The court 
held the grantor not taxable. 
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with another person under the second condition above, where he acts 
together with a person in a non-fiduciary capacity. There is no reference 
to the grantor acting together with a person in a fiduciary capacity. Since 
trustees must act unanimously and since the co-trustee is a fiduciary, the 
mere fact that the grantor himself is a trustee as well, does not vary the 
situation substantially from the case where a trustee other than the 
grantor is the sole trustee. 

Administrative powers exercisable by non-fiduciary. The fourth con- 
dition, under which administrative control is considered to be exercisable 
primarily for the benefit of the grantor, is where any one of the following 
powers of administration over the corpus or income is exercisable by any 
person in a non-fiduciary capacity : 

(1) A power to vote or direct the voting of stock or other securities. 

(2) A power to control the investment of the trust funds either by 
directing investments or reinvestments or by vetoing proposed investments 
or reinvestments. 

(3) A power to reacquire the trust corpus by substituting other 
property, whether or not of an equivalent value.*° 

As noted above,** any of the foregoing powers which are vested in any 
person as trustee are presumed to be exercisable in a fiduciary capacity 
primarily in the interests of the beneficiaries. This means that if any of 
the foregoing powers are vested even in the grantor as sole trustee, the 
income would not be taxable to the grantor. Of course, if such powers 
are vested in a person other than the grantor as trustee, the same result 
will follow. H 


Tue CuirForp Case As AppLieED To PEeRsoNS OTHER THAN GRANTORS 


An offshoot of the Clifford case has been the Commissioner’s attempt 
to have its principles applied to non-grantors, having powers over trust 
income or principal equal to or exceeding those resulting in taxability of 
trust income to grantors. In the case of a non-grantor, the tax avoidance 
feature present in grantor cases is absent. The Clifford decision referred 
to the “inventive genius” which may utilize the “niceties of the law of 
trusts or conveyances” to obtain a “refuge from surtaxes.” One of the 


8°See the discussion of the weight given to these powers in the cases under 
Administrative Control, supra, and notes relating thereto. These same powers if 
exercisable by the grantor or spouse living with the grantor may result in trusts up 
to fifteen years in duration being taxable to the grantor. Reg. 111, Sec. 29.22 (a)-21 (c) 
(2). See discussion under Reversionary Interest After a Relatively Short Term, supra. 

81See discussion under Power to Enable Grantor to Acquire Trust Property for 
Less than Its Value, supra. 
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strong motivations for the decision is found in the court’s statement: 
“It is hard to imagine that respondent felt himself the poorer after this 
trust had been executed, or, if he did, that it had any rational foundation 
in fact.” ** Consequently, the extent of control required in the case of a 
person other than the grantor would seem to be much broader than in a 
grantor case. The test being solely the equivalent of ownership, not much 
less than such all-embracing control would appear to warrant invocation 
of the Clifford doctrine. 

The leading cases in which the pattern for taxing the income to a 
person other than the grantor has been beaten out are Richardson v. 
Commissioner,** Jergens v. Commissioner* and Mallinckrodt v. Nunan.** 
In the Richardson case, the husband of the grantor had the power as sole 
trustee to take the corpus of the trust for himself, and he was held 
taxable on the income of the trust. In the Jergens case, likewise, the non- 
grantor taxpayer had the power as trustee to take the corpus for his own 
use.** In the Mallinckrodt case, the income in a stated amount was payable 
to one beneficiary, and the balance of the income was payable to the 
taxpayer upon his request. Failure to request the income resulted in its 
accumulation. Taxability was predicated on the absolute right to the 
income whether received or not.*’ 

In each of these cases, the non-grantor subjected to tax had the sole 
right, without restriction or concurrence by another, to act pursuant to 
the power granted. Where, however, a power of similar scope was 
granted exercisable by the non-grantor as co-trustee** with another, 


82309 U.S. 331, 336 (1940). 

83121 F. (2d) 1 (C.C.A. 2d, 1941). 

84136 F. (2d) 497 (C.C.A. Sth, 1943) cert. denied, 320 U.S. 784 (1943). 

85146 F, (2d) 1 (C.C.A. 8th, 1945) cert. denied, 324 U.S. 871 (1945). 

86See also Ella E. Russell, 45 B.T.A. 397 (1941); Elsie C. Emery, 5 T.C. No. 122 
(1945). 

87™See Busch v. Comm’r, 148 F. (2d) 798 (C.C.A. 8th, 1945); Cecelia K. Frank, 2 
T.C. 1157 (1943) ; Blanche N. Hallowell, 5 T.C. No. 148 (1945). In Stix v. Comm’r, 
152 F. (2d) 562 (C.C.A. 2d, 1945) the income was payable to the taxpayer unless 
otherwise directed by the trustees one of whom was the taxpayer. The court held 
that since the taxpayer was entitled to the income and could obtain the same by not 
joining in a direction that it be paid to another, it was entirely within his control. 
See also Alfred Cowles, 6 T.C. No. 4 (1946). In Edward E. Bishop, 4 T.C. 862 (1945) 
a power in a corporate trustee to pay the income to the beneficiary of the trust, 
coupled with a power in the beneficiary to remove the trustee at any time, was held 
to be equivalent to a right of the beneficiary to the income on request under the 
Mallinckrodt case. 

88The fact that the non-grantor is trustee in these cases does not alter the result 
since the very nature of the power to take income or principal for one’s self negatives 
any fiduciary duty in the exercise of the power. See Simonds v. Hassett, 58 F. Supp. 
911 (D. C. Mass. 1945). 
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taxability has been denied. In Plimpton v. Commissioner,®® a trust was 
created naming the taxpayer and a bank as co-trustees, with provision 
that one-half the income could be paid to the taxpayer in the trustees’ 
discretion or accumulated and added to principal. The requirement of 
the other trustee’s concurrence, regardless of lack of any adverse interest, 
caused the taxpayer’s power to fall short of the unqualified power needed 
for the imposition of tax.*° 

The Commissioner, prior to the recent Regulations, was not content 
with this limited application of the Clifford case to non-grantor cases. 
An attempt was made to carry over the general factors of control in 
grantor cases to non-grantor situations. In W. C. Cartinbour,*’ broad 
powers of management as trustee were held insufficient basis for taxing 
a non-grantor. In Sydney R. Newman,” the taxpayer had broad powers 
of management as well as the power “to alter or amend”’®* but without any 
right to take the trust income or corpus for himself. Without the latter 
power the Tax Court stated “he may not, under any case cited or of 
which we know, be considered so completely in economic control of the 
trust as to be taxed upon its income. To so hold in the case of one not 


89135 F. (2d) 482 (C.C.A. Ist, 1943). It is interesting to note that in the Richardson, 
Jergens and Plimpton cases, the grantor of the trust had acquired the trust property 
by gift originally from the non-grantor, against whom the tax was asserted. 

*°Compare the taxability of income of testamentary trusts under § 22 (a) to 
persons having a right to demand payment of same. In Leonard Marx, 47 B.T.A. 
204 (1942) petitioner as co-trustee of a testamentary trust was entitled to one-third 
of its corpus on reaching the age of 30 which occurred in 1934. No distribution of this 
one-third had been made through the taxable,years 1937 and 1938. Petitioner was 
held taxable on taxable gains of one-third of the corpus, since no legitimate reason 
for the delay could be offered and he had the absolute right to demand and receive the 
one-third share of the corpus. 

In Robert W. Harwood, 46 B.T.A. 750 (1942) the taxpayer was sole executor and 
sole residuary legatee of an undistributed estate. Although administration of the 
estate had been in progress since 1932, distribution had not been made by the end 
of 1938. All legacies and practically all debts had been paid by that time and it was 
urged that taxpayer as sole executor and residuary legatee had the unrestricted right 
to take the estate property for his own use. This contention was rejected on ground 
that so long as the administration of the estate was reasonably continued, the estate 
retained its character as a separate taxable entity. 

*13 T.C. 482 (1944). But compare William P. Eger, T.C. Mem. Op., P-H T.C. 
Mem. Dec. Serv. J 45303 and Ralph Edward Grimme, T.C. Mem. Op., P-H T.C. 
Mem. Dec. Serv. J 45313, both decided Sept. 28, 1945 and in both of which trusts 
created by wives to participate in partnerships dominated by the husbands, as trustees, 
were held to come within the Mallinckrodt line of decisions with the income taxable 
to the husbands. 

925 T.C. No. 71 (1945). 

®8In Lillian M. Newman, 1 T.C. 921 (1943) it had been held that this taxpayer had 
a substantial adverse interest in the trust estate and thus the grantor of the trust 
was not taxable under I.R.C. $$ 166, 167. 
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the settlor would be to broaden unjustifiably the concept embodied in 
Helvering v. Clifford .. .” 

The new Regulations have adopted the foregoing rules as decided by 
the courts, and the Commissioner has now apparently abandoned earlier 
attempts to assimilate the non-grantor cases as much as possible to 
those involving grantors. Under these Regulations, a non-grantor is 
taxable on trust income only where he “has a power exercisable solely by 
himself to vest the corpus or income therefrom in himself.” The power 
must, therefore, not only be to vest the corpus or income in himself, 
but exercisable without the concurrence of any other person as trustee 
or otherwise. Once such a power vests in a non-grantor, however, he is 
treated as owner for all purposes, and if he should attempt to divest 
himself of the power by partial release or modification, the question of his 
continuing taxability would depend on the same criteria as are set forth 
in the case of a grantor of a trust.°* The new Regulation with respect to 
non-grantors is stated to have no application if the grantor is taxable 
on the income of the trust under the tests set forth above.*® 


Trusts TAXABLE UNDER SECTION 22 (a) OUTSIDE 
Tue Score Or THE CiirForp REGULATIONS 


The new Regulations specifically exclude from their coverage certain 
types of trust whose income is taxable to the grantor under section 22 


4A right to demand the corpus of a trust or a power of invasion held by a 
beneficiary is classified by the estate tax regulations as a power of appointment subject 
to the provisions of I.R.C. § 811 (f£). Reg. 105, Sec. 81.24 (b) (1). If the beneficiary 
should die without having exercised the power, the entire value of the corpus of the 
trust would nevertheless be includible in the beneficiary's gross estate for purposes of 
estate tax. The release or modification of such a power may thus be motivated by 
a desire to save estate tax as well as income tax. If the trust was created after Oct. 21, 
1942 only an absolute and complete relinquishment of the power will avoid an 
estate tax (but the release will be subject to gift tax) since a limited release 
enabling the beneficiary to invade the corpus in favor of the limited class prescribed 
by § 811 (f) will still leave the beneficiary with the right during his lifetime to 
designate the persons who shall enjoy the property. Similarly, under the new Clifford 
Regulations, such a limited release of the power is ineffective to avoid income tax 
since the test applied to grantors will be applied and the right to direct payment of 
corpus even among the limited class under § 811 (f) still leaves the beneficiary with 
a power to determine the beneficial enjoyment of corpus within § 29.22 (a)-21. (d) 
of the Regulations. If the trust was created before Oct. 21, 1942 the limited release 
before July 1, 1946 of the power would be free of gift tax and avoid estate tax but 
the trust income would continue subject to income tax. An absolute release of the power 
before July 1, 1946 would be free of gift tax and result in freedom as well from both 
the estate and income taxes. 

®5In Blanche N. Hallowell, 5 T.C. No. 148 (1945) the reverse order was followed, 
the court determining first that the non-grantor was taxable and thus finding it 
unnecessary to decide the question of the taxability of the grantor. 
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(a).** A trust directing payment or application of the income in discharge 
of a grantor’s legal obligations continues taxable to the grantor.°’ Nor 
do the Regulations cover a trust which is used to accomplish the assign- 
ment of future income. For example, a trust of the right to salary of 
the grantor to be earned, continues fully taxable to the grantor regardless 
of its terms. A recent example of this principle is found in Steckel v. 
Commissioner®* where stock was placed in trust the day before a dividend 
on the stock was declared. Powers were reserved sufficiently broad to bring 
the case under the Clifford doctrine, but the court also found that the 
situation came within the cases of Harrison v. Schaffner®® and Helvering 
v. Horst,*”° and held that an anticipatory assignment in trust, of income 
which the grantor is about to receive, does not prevent its taxability 
to him. 

Another type of case excluded from the Regulations is that of the trust 
device used in the creation of a family partnership. The courts in dealing 
with trusts of an interest in a family partnership have regarded the 
partnership aspect only as an additional factor to be weighed in applying 
the Clifford case.*** Since a trust of an interest in a family partnership 
might qualify as tax-free to the grantor by reason of satisfying all other 
requirements of non-taxability set forth in the Regulations, the entire 
question of taxability of such a trust has been declared outside the scope 
of the Regulations. This represents the one example in the Regulations 
where the subject matter of the trust may affect the question of taxability 
to the grantor.*°* Of course, if the terms of the trust itself come within 
the provisions for taxability under the Regulations, the income will be 
taxed to the grantor regardless of the family partnership aspect of the 
trust. 

Another type of situation not covered by the Regulations is illustrated 
in the case of Werner A. Wieboldt.°°° There, husband and wife each 





*6Reg. 111, Sec. 29.22 (a)-21 (f). 

®7 Douglas v. Willcuts, 296 U.S. 1 (1935). A trust in which the income may be used 
in discharge of the grantor’s legal obligations, other than the support of a legal 
dependent, remains taxable to the grantor under I.R.C. § 167 (a) as interpreted in 
Stuart v. Helvering, 317 U.S. 154 (1942), despite I.R.C. § 167 (c) which refers to a 
discretion to use income in favor of a legal dependent for support. 

985 P-H (1946) 7 72419 (C.C.A. 6th, 1946). 

99 312 U.S. 579 (1941). 

100311 U.S. 112 (1940). 

101See Hash v. Comm’r, 5 P-H (1946) § 72325 (C.C.A. 4th, 1945). See also 
William P. Eger, T.C. Mem. Op., P-H T.C. Mem. Dec. Serv. § 45303 and Ralph 
Edward Grimme, T.C. Mem. Op., P-H T.C. Mem. Dec. Serv. J 45313, both decided 
Sept. 28, 1945. 

102See discussion under The New Clifford Regulations—General, and n. 27 supra. 

1035 T.C. No. 114 (1945). 
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created a trust for the benefit of one of their two children. Neither 
grantor reserved any rights sufficient to result in taxability under the 
Clifford case. In each trust the spouse of the grantor was given the 
power to alter, amend or terminate the trust, but in no event could any 
benefit under the power inure to the grantor. Each trust standing alone 
would not have presented the factors of control needed for invoking the 
Clifford case. But taken together, the court held that in effect each 
spouse was to be considered the grantor of the trust in which the power 
was exercisable, and consequently the Clifford case resulted in taxability.*”* 


CoNCLUSION 


The late Justice Holmes once said, “It is the merit of the common law 
that it decides the case first and determines the principle afterward.’’*°° 
The new Clifford Regulations are the product of this common law 
technique. They have been built out of the fabric of the existing cases, 
with a slight departure or extension here and there to complete the 
logical pattern. Despite the inevitable challenge in the courts of many 
of their provisions, it is to be hoped that, in the main, they will furnish 
a workable system dispelling the great uncertainty that has prevailed in 
this field. 


104“The practical result of the exchange of rights was to leave each petitioner with 
powers as absolute and real as would have been the case had each provided for their 
exercise by himself in the instrument he executed.” 5 T.C. No. 114 at p. 8. Compare 
Lehman v. Comm’r, 109 F. (2d) 99 (C.C.A. 2d, 1940) cert. denied, 310 U.S. 637 (1940). 

105 Holmes, Codes and the Arrangement of the Law (1870) 5 Am. L. Rev. 1, reprinted 
in (1931) 44 Harv. L. Rev. 725. 














Outline Of War Profit Taxes And Capital 


Levies In Liberated European Countries 
MITCHELL B. CARROLL 


F OLLOWING their liberation in the fall of 1944 and spring of 1945, the 
Western European nations were in an economic condition which required 
prompt fiscal measures to provide relief. Each nation was forced to enact 
heavy taxation programs designed to reconstruct properties damaged 
by the war, finance the costs of enemy occupation and assist in controlling 
inflationary tendencies. In addition, there was strong political pressure 
upon the new governments, or governments returned from exile, to 
prosecute war profiteers and confiscate their gains. 

Inasmuch as economic conditions and political pressures were much the 
same in all the liberated countries of Western Europe, it was to be 
expected that the fiscal measures adopted by their governments subsequent 
to the departure of enemy troops should follow a pattern. The most 
urgent measures, and the first passed, were those aimed at the confiscation 
of profits resulting from trading with the enemy or other illegal trans- 
actions. Such profits were distinguished from exceptional “gains, profits 
and incomes”’ realized during the war due to the economic condition of 
the country, but which did not arise from supplies or services rendered to 
the enemy. Such exceptional “gains, profits and incomes” were taxed 
at rates ranging in some instances to 90 per cent but were not confiscated. 

Aside from confiscation or taxes designed to recoup these two types 
of war profits, the liberated countries enacted capital levies, proportional 
in some cases, progressive in others, intended to distribute the burden 
as widely as possible. In France the capital levy is progressive for 
individuals, at rates ranging from 3 to 20 per cent, and proportional 
for corporations at the rate of 5 per cent of the capital stock; in Belgium 
the capital levy for individuals and corporations alike is proportional at 
the rate of 5 per cent. While the new tax measures of the liberated 
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countries have all followed similar lines, and have similar objectives, 
they nevertheless differ substantially in form, and must be considered 
separately in any study of their application. 
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FRANCE 


Confiscation. France has enacted two laws the purpose of which is 
to recapture war profits either in whole or in part. The first of these, 
enacted in October 1944, prior even to the complete liberation of the 
country, provides for the total confiscation of all profits made during the 
war years which derive from trade with the enemy, from black market 
activities or other illicit operations.‘ The other, included as part of the 
much discussed French National Solidarity Tax, enacted in August 1945, 
provides for a tax ranging from 5 to 100 per cent on all increment of 
wealth received during the war years.” No official estimate has been 
made as to the total amount of revenue which these two measures are 
expected to bring ; however, unofficial figures place the total for the illicit 
profits tax alone at 50 billion francs. 

As announced in its statement of purpose, the statute on the confisca- 
tion of illicit profits aims to recoup for the public treasury all gains realized 
by reason of the presence of the enemy in France. When originally 
enacted in October 1944, it prescribed confiscation of all profits realized 
between the Ist of September 1939 and 31st of December 1944, where 
the profits came from transactions effected with the enemy, either directly 
or through an intermediary, in violation of price, food, rationing and 
other regulations. As amended a few months later, on January 6, 1945, 
the statute considerably broadened the field of confiscable profits by 
including profits derived from the “aryanisation” of Jewish businesses, 
profits realized by the administrators of such businesses, and profits made 
by the beneficiaries of unfair distribution of food, merchandise or supplies.* 

In order to avoid any sham excuse of ignorance, the statute provides 
that all profits which resulted from services or furnishing supplies, where 
the individual did not or could not ignore the existence of an indirect 
beneficiary, will be considered as profits secured from the enemy through 
intermediary and subject to confiscation. Thus in such cases the excuse 
of ignorance, even if proved, will not allow escape from confiscation. 
It may, however, influence the decision of the departmental committee 
concerning the imposition of the penalty provisions of the law. One 

1 France: Ordonnance du 18 Octobre, 1944. Tendant a Confisquer les Profits Illicites. 

2 France: Ordonnance No. 45-1820 du 15 Aoit, 1945. Ordonnance instituant un Impét 
de Solidarité Nationale, et Diverses Mesures de Simplifications Fiscales. 

3France: Ordonnance No. 45-15 du 6 Janvier, 1945, relative a la Confiscation des 
Profits Illicites. 
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exception to the confiscation provision relates to profits resulting from 
operations in violation of enemy price, food or rationing regulations, 
where the object of the operation was to interfere with the enemy war 
effort. The sole arbiter, in these instances, of what operations were 
effected in order to interfere with the enemy’s war effort is the administra- 
tive committee, set up in each department to supervise the application 
of the law. Another exception to the confiscation provision is remunera- 
tion paid by the enemy for work; this will not be confiscated if paid 
at a normal rate in relation to work performed. No definition is given 
as to what is a normal rate, this being left to the determination of the 
administrative committee. 

Independent of the confiscation provision, where the profits subject to 
confiscation have, for any reason, escaped regular taxation, fines may 
be imposed totalling up to three times the amount of the profit. These 
fines may be imposed where the individual’s profitable operations with the 
enemy were conducted by him without any excuse of coercion. 

The application of the illicit profits statute is in the hands of depart- 
mental committees which operate under the authority of the Ministry 
of Finance. The committees have extremely wide powers, which, in 
addition to those mentioned above, include the right to summon individuals 
or organizations to determine the amount of profits within the meaning 
of the act, and to decree confiscation thereof. 

As it works out in practice, the local public services and administrative 
organizations will furnish to the committee for the particular department 
the names of individuals and organizations who are believed to have 
made illicit profits during the war. In addition, each departmental 
committee, acting on its own information, has authority to consider the 
case of individuals or organizations who notoriously made profits as the 
result of business transacted with the enemy. 

The administration of the law is facilitated by the amendment of 
January 6, 1945, which includes a provision obliging individuals or 
corporations liable to taxation on industrial or commercial profits to 
include in their 1944 tax declaration profits made in transactions involving 
the enemy during the years 1941, 1942, 1943 and 1944. An accelerated 
procedure is established for the determination of this type of profit 
where there is no question of penalties or fines. 

In three months following the original enactment of the law in October 
1944, 12,906 persons, including individuals and corporations, were sum- 
moned to appear before the new courts of justice established by the 
ordinance.* By July 1945, the total amount of confiscations and fines 


4France: Ministry of Information, Paris. Document Series 11 No. 1886 E, Jan. 
13, 1946. 
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imposed under this law exceeded 22 billion francs.’ One of the most 
sensational cases to arise under the act was that of Andre Marquer. In 
this instance, the Paris committee for the confiscation of illicit profits 
imposed a fine of 1 billion francs and confiscated profits amounting to 
250,000,000 francs. Marquer, thirty-six years old, had amassed these 
profits by manufacturing clothes and blankets for the German Navy and 
Luftwaffe.® 

French National Solidarity Tax. The French National Solidarity Tax 
includes, in addition to the provision for a capital levy considered below, 
a tax upon wealth acquired between January 1, 1940, and June 4, 1945. 
This tax is called a “contribution upon enrichment”. As explained in 
the statement of purposes of this tax, the statute providing for the con- 
fiscation of unlawful profits was aimed only at profits acquired in 
transactions with the enemy or in violation of certain specified laws and 
does not concern itself with all the sources from which people enriched 
themselves during the war years. The aim of the National Solidarity 
Tax, on the other hand, is twofold: to contribute to the reconstruction of 
the damage and to remedy as fully as possible the inequalities in wealth 
caused by the war. For these reasons, a tax with a sharply rising rate 
is imposed upon newly-acquired individual fortunes that were not com- 
pletely absorbed by the law confiscating unlawful profits. 

This “contribution upon enrichment” is aimed at the new elements 
in the taxpayer’s total wealth acquired after January 1, 1940. The rates 
of tax run progressively from 5 per cent on increments of wealth lower 
than 150,000 francs to 100 per cent on increments over 5 million francs. 

In order to determine which new elements in his total assets will be 
subject to this tax upon enrichment, the taxpayer first totals his assets 
as of January 1, 1940. To these are added property subsequently received 
by gift or inheritance and assets received as the result of investment. 
These then add up to what the statute calls the “old elements” of the 
taxpayer’s estate. All other elements of the taxpayer’s estate are denomi- 
nated “new elements”. To these are added payments made by the taxpayer 
after January 1, 1940, in redemption of debts and for certain specified 
other purposes. Also added is the value of all gifts made by the taxpayer 
after January 1, 1940, where, under the act, the assets given away would 
otherwise have comprised part of the taxpayer’s new fortune. 

Once he has computed the amount of his “newly acquired” assets in 
this manner, the taxpayer can then deduct the amount of the sales of 
the “old elements” of his fortune made since January 1, 1940, where the 





5 France: Ordonnance No. 45-1820 du 15 Aoiit, 1945. Exposé des Motifs. 
®France: Paris Soir, Jan. 30, 1945. 
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proceeds of the sale were not subsequently employed to reacquire an 
“old element”. The taxpayer can also claim as a deduction a sum equal 
‘to one-half of the net income declared in returns timely filed for the years 
1941, 1942, 1943, 1944 and 1945. This latter unusual provision gives 
an advantage to taxpayers who made regular income tax declarations 
during the war period. The provision was originally pigeon-holed by the 
Finance Commission, but later adopted by the Consultative Assembly 
upon the strong support of the Finance Minister, M. Pleven, who argued 
that here was one occasion—rare enough indeed—in which one could 
reward honest taxpayers.’ 

In the declaration made out for the purposes of the National Solidarity 
Tax, the taxpayer is obliged to give in great detail the information 
necessary for the application of the contribution on newly-acquired wealth. 
He must also furnish, upon request of the administration, documents 
proving his statements concerning the “old elements” of his fortune, 
payment of debts, prices and values of sales and donations. In the case 
of failure to furnish such proof, the administration is empowered, under 
the act, to make such corrections as it deems necessary, either in the 
classification of assets as “old elements” or “new elements” of the 
taxpayer’s fortune, or in determining the amount of payments received 
on sales, or in estimating liabilities. 

In computing the tax on the increase in wealth, one of the big difficulties 
foreseen was luat many taxpayers would have no record of the liquid 
assets in their possession in 1940. In order to remedy this, the act provides 
for optional alternative methods of computation based on the figures 
contained in taxpayer’s returns for tax due in 1939 or 1940. 

Agricultural properties presented a somewhat special problem. In 
order to assist the farmer in creating a reserve for repairs and improve- 
ments, he is allowed to deduct from the “new elements’ of his wealth 
either a sum equal to 60 per cent of his liquid assets (cash, bank notes 
and short-term treasury notes) up to 500,000 francs and 30 per cent 
of similar assets over 500,000 francs, or a sum equal to five times the 
average earnings of his farm. The earnings are determined according 
to coefficients established for the tax on earnings of agricultural enter- 
prises in 1945. 

An over-all deduction of 50,000 francs on the net amount of newly- 
acquired wealth is allowed for every individual, or 100,000 francs per 
household. The object of this, as declared in the preamble of the act, 
is “to spare increases in fortune due to work and economy”. 


7France: Ministére de I’Information: Notes Documentaires et Etudes No. 126, Aug. 
20, 1945. 
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The tax itself is payable in a twelve-month period following computa- 
tion by the administration. For the payment of the tax, special provisions 
have been inade, applicable equally to the capital levy and the tax upon 
enrichment, which favor taxpayers who invested part of their fortune 
in State securities. Especially favored are taxpayers who responded to 
the government’s appeal at the time of the issuance of the liberation 
loan. These taxpayers are authorized to pay part of their tax in State 
securities, proportionately to the amount of State securities owned in 
each individual case. Where the taxpayer has 50 per cent of his assets 
in State bonds, up to 50 per cent of the tax can be paid in bonds. Other- 
wise, only 30 per cent of the tax can be paid in State bonds. A further 
advantage is given in these cases in that the accepted value of such bonds 
paid in as taxes is set at 110 francs for every 100 francs nominal value. 

It should be noted that this part of the National Solidarity Tax, called 
a “contribution on enrichment”, does not apply to corporations, joint stock 
companies or similar organizations, but to individuals only. This is a 
factor of considerable importance for American corporations operating 
in France, whether independently or as wholly-owned subsidiaries. This 
difference of treatment between individuals and corporate bodies was 
defended by the French Finance Minister in the course of discussions 
before the Consultative Assembly. M. Pleven explained that corporations 
were exempt from the tax upon enrichment because their profits during 
the 1940-1945 period had already been subjected to special rates that rose 
as high as 80 per cent, and further, that the same profits were subject, 
if circumstances warranted, to the law concerning confiscation of profits 
made by trading with the enemy or other illicit means.* 

On the other hand, the capital levy, which is also embodied in the 
National Solidarity Tax, does apply to corporations, domestic and foreign, 
as well as to individuals. The method of application, however, is different, 
being proportional for corporations and progressive for individuals. This 
absence of progression in the rate of tax applied to corporations was 
explained in the course of debate before the Consulative Assembly on the 
ground that there was no basis upon which to determine progression in 
the case of corporate bodies, since total assets of corporations had little 
significance unless considered in relation to the equities of shareholders.° 

Capital Levy—Individuals. The progressive capital levy for individuals 
applies to all individuals whose gross assets as of June 4, 1945, exceeded 
200,000 francs. The rate progresses from 3 per cent for total gross 
assets up to 500,000 francs, and rises to 20 per cent for gross assets 


8 France: Journal Officiel, July 28, 1945, pp. 1542, 1543 
9 [bid. 
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over 300,000,000 francs. Foreigners, even though domiciled abroad, are 
subject to the levy upon the total amount of their assets physically situated 
in France, or having legal situs in France. Included in these categories 
would be real estate, furniture, cash deposits and other chattels physically 
situated in France, as well as French stocks and bonds, and claims against 
a debtor domiciled in France, whether or not secured by mortgage. This 
determination of the assessability of property results from the application 
of the principle of territoriality of taxes. Articles 1 and 3 of the National 
Solidarity Tax conform the tax to inheritance taxation. Thus, real 
estate, chattels or other assets that would, under similar circumstances, 
be subject to death duties are subject to the Solidarity Tax. 

The progression of the levy for individuals has been worked out so as 
to affect principally wealthy families. Substantial deductions are allowed 
to families with dependents and to widows with children. Thus, a 
couple without children can deduct 400,000 francs, with one child 500,000 
francs, with two children 700,000 francs, and with three children 1,100,000 
francs. Deductions are further increased by 100 per cent for widowers or 
widows with dependent children, and by 300 per cent for widows or 
widowers of soldiers or civilians who died for France. Where both 
father and mother are deceased, the orphans divide the deductions to 
which their parents would have been entitled on account of their dependent 
children. 

Capital Levy—Corporations. With regard to corporations, a distinc- 
tion is made between those having their principal offices within the 
territorial limits of France and those having their principal offices else- 
where. According to Article 42, French companies with a share capital 
are liable to the National Solidarity Tax only if the nominal capital or 
the value of the net assets amounted to more than 5,000,000 francs on 
June 4, 1945, and if all or part of the shares are listed on an official 
exchange. 

Corporations with their principal office outside of France, on the other 
hand, are subject to the tax if on June 4, 1945, they owned assets in 
France which “would be subject to an estate tax if the assets were in 
an estate opened the same day for a person of the same nationality 
and the same domicile.”*® Thus, with foreign corporations, as with 
individuals, the Solidarity Tax is assimulated to an estate tax as far as 
the situs of the assets is concerned. Foreign corporations’ assets physically 
located in France, such as real estate, furniture, bank notes and other 


10France: Ordonnance No. 45-1820 du 15 Aoit, 1945. Ordonnance instituant un Impot 
de Solidarité Nationale, et Diverses Mesures de Simplifications Fiscales. Article 42, § 2. 
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cash deposits, French securities owned by them, as well as amounts 
owed by a debtor situated in France, are subject to the levy. 

Discriminatory Application to Foreign Corporations. With regard to 
corporations who do not have their principal offices in France, there 
appears to be a discrimination in the application of the tax. Foreign 
corporations did not have access to their credit balances in France 
either under the German occupation or, due to the freezing of foreign 
exchange from the time of the liberation, until June 4, 1945. They thus 
had balances standing to their credit on June 4, 1945, the date of the 
application of the tax, over which they had had no control for a period 
of five years, and had been unable either to use the income of these 
balances or to transfer them abroad. These credit balances would, under 
Article 42, section 2, be subject to the Solidarity Tax. Many French 
individuals or corporations, on the other hand, had a substantial measure 
of access to their funds and were able to use the income for living or other 
expenses, both during and after the enemy occupation, and thus were 
not forced to accumulate large balances subject to the tax. 

For corporations having their principal offices in France, the rate 
of assessment is one-twentieth of the corporate assets as of June 4, 1945. 
This is not, however, applied to the part of the assets consisting of shares 
in other companies subject to the same tax. The assessment is payable 
either by assigning shares to the State in proportion to each class of 
outstanding stock, by cash, or by delivery of State bonds up to 50 per 
cent of the amount due. In case the tax is paid entirely or partially in 
cash, the value of the shares is fixed by the average of the official quota- 
tions on the stock market of June 4, 1945. For foreign corporations, the 
rate of assessment is 5 per cent on the value of all taxable assets after 
a basic deduction of 400,000 francs. 

Extension of Time for Filing Declaration. The statute provides that 
the legal representative of a foreign corporation must file a declaration 
including a detailed itemized enumeration of the value of the corporate 
assets subject to the tax, as well as a detailed enumeration of the debts 
and liabilities for which the corporation requests a deduction. For most 
American corporations, the declaration has to be filed in the Registration 
Bureau in Paris. The formal date for filing these declarations is set 
by the statute as February 17, 1946. However, due to State Department 
intervention at the request of the Tax Committee of the National Foreign 
Trade Council, the time for.filing declarations has been extended for a 
four months’ period, starting ffom the time the declaration forms are 
received in the French Consulate in the United States. These forms 
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were received on March 15, 1946; thus the declarations must be filed 
by July 15, 1946. 

Manner of Evaluating Shares. For foreign corporations, one of the 
difficult questions to determine is the value of shares which they hold 
in French corporations. If the shares are listed on an exchange, the quoted 
value is taken; if not listed, a declaration as to their estimated value must 
be made. This evaluation is subject to review by the State, which has 
the right to use all legal means of proof to fix the exact value of the 
shares. Among the elements used by the State to establish the value 
of unlisted shares are: the book value of the shares, prices at which 
they were recently sold, value in relation to income record and value 
based on their desirability in view of the company’s business future. 

No Exemption by Treaty. Under the terms of the statute, all foreign 
corporations and individuals in France are subject to the Solidarity Tax 
upon the amount of their French assets. However, the question arises 
whether certain treaties between France and foreign countries could not 
be used to prevent tke application of the tax. The Franco-Swedish 
convention of December 24, 1936, for instance, contains in Article 12 
provisions dealing directly with taxes on increases in wealth and on 
capital.** The Franco-Swiss treaty of October 13, 1937, also deals with 
the question of direct taxes and provides in Article 13, section 2: “All 
wealth which, by its nature, does not generally produce income is taxable 
only in the State of domicile of the owner.” ” 

The Franco-American double taxation convention of July 25, 1939, 
which became effective on January 1, 1945, contains a clause which reads 
as follows (Art. 13): 


In the calculation of taxes established in one of the contracting States on 
the use of property or increment of property of an enterprise of the other 
State, account shall be taken only of that portion of the capital situated or 
employed and allocable to a permanent establishment within the former State. 

The foregoing provision shall apply to the French ‘patente’ tax and the 
United States capital stock tax even though these two taxes have not been 
referred to in Article 1 of the present Convention.”* 


Article 1 of the treaty contains an enumeration of the taxes to which 

the convention applies. The National Solidarity Tax is not included since 

its institution was not foreseen when the treaty was negotiated in 1939. 

This, together with the fact that Article 13 specifies that the advantages 

arising from the convention apply equally to the French “patente” tax 

and the United States capital stock tax, is considered to limit the field 
11 France: Revue de l’Enregistrement, No. 10958, Decree of Oct. 8, 1937. 


12France: Revue de l’Enregistrement, No. 11,274. 
18France: Journal Officiel, Feb. 8, 1945; Inst. No. 4,671; Treaty Series 988. 
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of application and to imply that the field cannot be extended to taxes 
not specifically mentioned. The conclusion is that no relief from the 
National Solidarity Tax is to be found in this convention. 

One of the questions raised concerning the application of these various 
treaties is whether the nationals of countries benefiting from the most- 
favored nation clause in fiscal matters may claim the advantage of such 
articles relating to capital taxes as appear in the Franco-Swiss and Franco- 
Swedish treaties mentioned above. This question is academic in so far 
as the United States is concerned, because there is no such clause in its 
treaty with France. 





BELGIUM 


In the fall of 1945, one year after her liberation, Belgium enacted 
three special tax laws designed to reduce the public debt and to recapture 
war profits. One of these is a uniform capital levy of 5 per cent upon all 
property held as of October, 1944.** The other two laws enacted on 
October 15 and 16, 1945, are aimed respectively at profits made by trading 
with the enemy and at excessive income and profits made during the war 
years, whether or not resulting from trading with the enemy. 

Confiscation. The first of these taxes on war profits is confiscatory ; 
it establishes a special tax of 100 per cent upon profits resulting from 
supplying and trading with the enemy.’® Where an organization or 
individual was German, or in the service of the enemy, even though 
requisitioned, all profits made during the war years (May 10, 1940, to 
Dec. 31, 1944) are subject to the 100 per cent tax regardless of the 
origin of the profits or the nature of the supplies and services. For 
individuals or organizations that were neither German nor in the service 
of the enemy, the tax is limited to the profits arising from supplies or 
services rendered to the enemy or to an enemy intermediary. 

Where requisition or compulsory management was imposed by the 
enemy, the 100 per cent tax is applicable only in so far as the individual 
to be taxed obtained an abnormal profit. The burden of proof as to the 
compulsory nature of the requisition is on the individual. The law, 
however, is silent as to what is considered a normal profit in such 
instances ; and this will undoubtedly be the cause of considerable litigation. 
The 100 per cent tax cannot be evaded by claiming that the supplies were 


14 Belgium: Loi du 17 Octobre 1945 Etablissant un Impét Sur le Capital. (““Moniteur 
Belge,” Oct. 28, 1945). 

15 Belgium: Loi du 15 Octobre 1945 Etablissant un Impét Spécial sur les Bénéfices 
Résultant de Fournitures et de Prestations 4 l’Ennemi. (“Moniteur Belge”, Oct. 28, 
1945). 
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delivered to an innocent intermediary, unless the individual in question 
can prove that he had no knowledge of their ultimate destination. 

Where an individual or organization falls within the scope of the 
act, either being an enemy, in the service of the enemy, or having effected 
services or deliveries to the enemy, there is a rebuttable presumption that 
all of the assets, whether Belgian or foreign, of such individual or organ- 
ization held as of October 6, 1944, are subject to the tax. The law 
provides that this same presumption applies not only to the tangible 
assets, such as bank deposits and securities, but also to all payments of 
debts during the war years which point to an increase of assets, as well 
as to the payments made upon life insurance contracts. The party from 
whom the special tax is due is allowed to rebut this presumption by 
proving that the assets were his prior to May 10, 1940, or that the increase 
of assets was made by reinvestment or by means of borrowed money, 
or finally that the increase in assets did not result from having effected 
services or deliveries to the enemy. 

Belgian Tax on Excessive Income. The other special tax law enacted 
by Belgium at this same time is a tax upon excessive income, profits and 
gains made during the war period.’® It is important to note that this tax is 
only upon income and profits made during the five-year war period which 
exceed the income and profits made during a base period of similar 
length prior to the war. These are classified as excessive profits and are 
taxed at rates ranging from 70 to 95 per cent. The normal profits are 
subject only to the ordinary income tax. 

Article 2 of the law, which sets forth the scope of the tax and deter- 
mines which income, gains and profits are subject to its provisions, is 
long and complicated especially in that it refers, for certain categories 
of profits, to former income tax laws. However, all profits, regardless 
of the activity from which they were derived (unless obtained from 
reinvestment of assets held in May, 1940) are subject to the tax. The 
only exception applies to remuneration of salaried employees and of 
individuals engaged in professions who have made the regular fiscal 
declarations for the years 1940 through 1945. 

The income and profits made during the war period by individuals or 
organizations subject to the tax are compared with the income or profits 
made during the five years immediately preceding January 1, 1940. The 
person or organization to be taxed has one of several alternatives as to 
the base to be used in computing the excess income or profit. These 
choices are either (a) the profits made during the five years preceding 

16 Belgium: Loi du 16 Octobre 1945 Etablissant un Impét Extraordinaire sur les 


Revenus, Bénéfices et Profits Exceptionnels Réalisés en Periode de Guerre. (“Moniteur 
Belge”, Oct. 28, 1945). 
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May 10, :940, or (b) six per cent of invested capital. If the latter 
alternative is chosen, a coefficient to reflect currency devaluation is 
eventually applied to the capital. Also the six per cent is computed 
yearly. The third and final choice (c) is to use as base 5,000 francs per 
month of activity during the five-year war period. 

A provision is contained in the law which imposes a severe penalty 
upon persons who dissimulated their normal income or profits in previous 
yearly tax declarations.’ This provision attempts, at the same time, 
to induce such individuals or organizations to make these returns for 
past years promptly. It provides that none of the deductions listed above 
will apply where the profits or income have been dissimulated in previous 
years; and further that all of the income or profits made within the war 
period will be treated as excessive profits within the meaning of the act, 
unless the taxpayer, within two months of the enactment of the law, makes 
a declaration revealing all revenue not declared in previous years. 

Provision is made for the reconstitution of stock-in-trade which 
existed prior to the war. This is done by taking the total value on 
the last inventory of raw materials, produce or merchandise taken prior 
to May 10, 1940, and applying a coefficient of 1.60 to the value of such 
goods in this inventory as were disposed of by the end of the taxable 
period. Thus, the individual who had stock-in-trade on hand prior to the 
war and sold a certain portion during the enemy occupation receives a 
special credit against the tax on excessive income and profits which takes 
into account at the rate of 1.60 the value of the goods that he sold 
during the war. Any credit taken under this provision, however, must 
be used for the purpose of rebuilding such stock prior to December, 1947, 
or the credit is lost. Certain delays are permitted in the case of the death 
of the taxpayer and a resulting transfer of the business. 

The rate of this tax on excessive income and profits varies from 70 
per cent for amounts under 100,000 francs to 95 per cent for amounts 
over 1,000,000 francs cumulated during the war period. However, in 
computing the total amount taxable under this law, one deducts the 
revenue which was previously subjected to the special tax of 100 per 
cent on profits resulting from supplies furnished and services rendered 
to the enemy. 

Common Features of Laws in Belgium. These two special tax laws, 
the one confiscatory and aimed at profits resulting from trading with the 
enemy, and the other aimed at excess war revenue, have several features 
in common. They both establish the legal presumption that all property 
or assets declared by the taxpayer in accordance with the so-called Gutt 


17 Belgium: Par. 7, Art. 5, Loi du 16 Octobre, op. cit. 
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fiscal laws of October, 1944, have been acquired by such means as to be 
taxable. This presumption can, of course, be rebutted by proof to the 
contrary. Both of these laws use the same means for establishing a 
value on shares of stock, taking the average market value for the period 
from January to August, 1944. Furthermore, for the first time in the 
history of Belgian fiscal laws, these measures provide the penalty of 
imprisonment for failure to pay the tax within a certain time. They 
also impose, for the first time, prison sentences upon individuals who 
dissimulate or aid in the dissimulation of taxable property. 

The provision in the law imposing a tax upon excessive income and 
profits made during the war, which establishes a presumption that all 
assets declared by the taxpayer in October, 1944, have been obtained from 
income subject to the tax, has caused considerable adverse comment. The 
Brussels Chamber of Commerce has been strongly opposed to this 
provision, claiming that it created a legal presumption of fraud, contrary 
to Belgian legal principles.** 

Belgian Capital Levy. The Belgian law imposes a 5 per cent capital 
levy upon assets held on October 9, 1944; it applies to corporations as 
well as to individuals.** Fluctuations in the value of assets which occurred 
after October 9, 1944, have no effect upon the tax. For Belgian cor- 
porations, a method for paying the tax without causing a large drain 
on the cash assets of the organization has been worked out. It is pro- 
vided that organizations may issue new shares, totalling one-twentieth 
of the existing shares in the case of a corporation. These shares which 
are turned over to the State in payment of the capital levy grant all 
statutory rights which the shares of the corporation generally have, 
except the right of vote. In case the corporation wants to recall this 
new stock issue, it may make an offer to the State to pay the capital 
levy at the rate of 5 per cent on net capital existing as of October 9, 1944. 
The choice on this question is in the hands of the State. 

Foreign corporations, in accordance with Article 6, section 5, of the 
act, have the choice of turning over to the State new shares equal to 
one-twentieth of the outstanding shares of their domestic subsidiaries, or 
of settling the tax with the administration on the basis of 5 per cent 
of the net capital as of October 9, 1944. 

The 5 per cent levy applies to the total wealth of individuals. For 
purposes of evaluation, this is divided into several categories: real estate 
(upon which the administration can change the evaluation for purposes 
of the levy until 1951), cash holdings, bank deposits and capital invested 

18 Belgium: Bulletin Officiel de la Chambre de Commerce de Bruxelles, No. 7, 1945. 


19 Belgium: Loi du 17 Octobre 1945 Etablissant un Impét Sur le Capital. (“Moniteur 
Belge”, Oct. 28, 1945). 
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in agricultural, industrial or commercial enterprises. A deduction of 
40,000 francs is allowed every individual taxpayer, and an additional 
10,000 francs for every child. 

Generally speaking, the Belgian capital levy differs substantially from 
capital levies enacted in other European countries during or subsequent 
to the war, in that it is proportional rather than progressive. Progressive 
capital levies as enacted in Poland, Germany, Italy, Hungary and other 
countries have confronted many individuals and organizations with exces- 
sive obligations, thus causing a severe strain on the national economy. It 
has been contended in these countries that progressive capital levies are 
little more than increased income taxes. 

A comparison of the laws enacted in France and Belgium for the 
recapture of war profits proves very interesting. The nations had a good 
deal in common that prompted such measures, having been invaded at the 
same time, treated similarly by the Germans, liberated within a few weeks 
of each other, and each having its share of citizens who, wittingly or 
unwittingly, made profits during the enemy occupation. In both countries, 
the first fiscal measures enacted after the national government returned 
to power were aimed at confiscating profits made by individuals working 
with or for the enemy. : 

The French law confiscating illegal profits is considerably broader in 
its application than its Belgian counterpart, in that it applies not only to 
profits arising from transactions with the enemy, but also to profits 
arising from operations in violation of food, price and ration regulations, 
and further to profits derived from the sale, purchase or administration of 
seized Jewish property. The Belgian 100 per cent confiscation law, on 
the other hand, is aimed only at profits resulting from services or supplies 
to the enemy, and not at profits resulting from black-market operations. 
Forced requisition by the enemy operates as a defense as far as the 
Belgian law is concerned. In such cases, where the individual is able to 
prove the genuineness of the requisition, only that profit which is con- 
sidered “abnormal” is confiscated. But this is not so in France, where 
neither requisition nor ignorance prevents confiscation of profits, except 
in the case of individuals working for a salary who received only a normal 
remuneration for the type of work they were engaged in. Neither the 
French nor the Belgian laws define what is meant by normal or abnormal 
profit. Further, in support of what appears to be more severe treatment of 
illegal profits, the French law includes a provision imposing a fine, which 
may amount to treble the amount of the profits where the individual 
concerned is unable to prove that he was coerced into his illegal action 
by the enemy. The Belgian law, on the other hand, includes a presumption 
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not found in the French law, to the effect that all assets held as of 
October 9, 1944, by individuals or organizations who gave services or 
supplies to the enemy originated in income subject to the tax. This pre- 
sumption is rebuttable by proof to the contrary. 

The laws of France and Belgium taxing excessive war profits, as 
differentiated from illicit war profits, were enacted within a month of 
each other, in the fall of 1945—approximately one year after the libera- 
tion. Apparently, in the case of France, the first fiscal thought of the 
new government was a measure confiscating profits made by illegal means 
during the enemy occupation. It was not until a year later that the 
National Solidarity Tax appeared, including the provision for taxing 
increases in wealth made during the period. 

Both nations had similar objectives in enacting these excessive profits 
measures, the principal one being, as stated in the preamble of the French 
National Solidarity Tax, to remedy as much as possible the inequalities 
caused by the war. But the tax measures themselves are quite different. 
The governing principle of the Belgian tax upon excessive profits is to 
tax only such profits and income made during the war period as exceeded 
profits and income made during a given comparative period prior to the 
war. The rates of tax upon this excess range from 70 to 95 per cent. 
On the other hand, the basic principle of the French statute is to tax 
all increments to capital and profits acquired during the war period. The 
rates in this case start much lower and range from 5 per cent to 100 per 
cent. The French law thus is much broader in its base of application 
to individuals than its Belgian counterpart, since it applies to any indi- 
vidual taxpayer whose newly acquired wealth during the war period 
exceeds 50,000 francs. 

Both the French and Belgian laws have provisions favoring individual 
taxpayers who made regular declarations or payments of income tax 
during the occupation period. The French law (Art. 22, sec. 2) allows 
the taxpayer to deduct from his taxable newly-acquired riches a sum 
equal to one half of the net income declared for income tax purposes 
during the years 1941 through 1945. The Belgian law completely exempts 
salaried employees who made income tax declarations for the years 1940 
through 1944. 

The Belgian taxpayer is allowed another advantag2 not available under 
the French law, in that he has three alternatives from which to choose 
the amount of non-taxable income allowed to him. He may choose as 
a base either the income and profits for a comparative pre-war period, or 
six per cent of his invested capital, or 5,000 francs per month of activity 
during the taxable period. 














424 TAX LAW REVIEW [Vol. 1: 


Both nations have apparently considered it necessary to assist certain 
classes of individuals who are in need of capital either for the rebuilding 
of businesses or for the rehabilitation of farm property damaged during 
the war. The Belgian law has a provision permitting the reconstitution of 
stock-in-trade for enterprises which disposed of these stocks during the 
war period. On the other hand, agricultural property owners are favored 
under the French law; in order that they may create reserves destined 
for reparations and improvements necessary on the farm, they are allowed 
to deduct 60 per cent from their liquid assets taxable under the act, up to 
the amount of 500,000 francs, and 30 per cent for the excess over that 
sum. 

One of the basic differences between the two laws is that the Belgian 
tax upon excessive profits made during the war years applies to both 
individuals and corporations, whereas the French tax upon the increment 
of wealth applies solely to individuals. 


DENMARK 


The Danish Parliament enacted on July 3, 1943, a measure the purpose 
of which was to withdraw a large amount of funds circulating in the 
country and thus to act as a brake upon inflation. The legislation amounts 
to a combination of tax measure and compulsory saving scheme.*° The 
tax provisions of this law include a war profits tax for individuals, an 
excess profits tax for joint stock companies and cooperative societies, 
and lastly, a supplemental income tax for various autonomous enterprises 
and foreign corporations. 

The war profits tax aimed at individuals includes persons whose incomes 
for the tax year 1943-44 exceeded their incomes during the comparative 
period (1935 to 1939) by more than 5,000 kroner. If the individual 
taxpayer had no taxable income during the base period, the war profits 
tax applies only to the income over 9,000 kroner. 

The average income during the base period is obtained by taking the 
average during the three highest years of the five-year period from 1935 
to 1939. Where the taxpayer worked only one or two years during the 
five-year comparative period, his income for that year or his average 
income for the two years becomes his base. 

The income subject to the war profits tax is obtained by subtracting 
the base income from the current income. However, the taxpayer is 
allowed to deduct from his current income such items as gifts which 


20Denmark: Act No. 335 of July 3, 1943. (Lovtidenden A, p. 1162, 1943.) 
“Concerning the Issuance of the Wartime Tax for the Tax Year 1943-44 as well 
as Compulsory Savings.” 
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have been subjected to tax, increased income from annuities and taxable 
profits which arose from the sale of investments. 

To be taxable, the surplus income must be at least 5,000 kroner. The 
rate of tax then progresses from 10 per cent applied to surplus income 
over 5,000 kroner up to 40 per cent applied to surplus income over 
300,000 kroner. A special provision is included which limits the total 
tax that an individual might have to pay on his income for any one 
fiscal year to 85 per cent. Thus, in case an individual’s local taxes and 
State income and capital taxes, in addition to the war profits tax levy, 
exceed 85 per cent of his income during the fiscal year, the war profits 
liability is reduced so that the sum of the taxes will not exceed 85 per 
cent of his total income.” 

It should be noted that this war profits tax is intended solely to absorb 
war profits. For this purpose, it is provided that the taxpayer will be 
exempt from the tax in so far as he can prove to the tax authorities 
that his increased income was derived from sources which had no con- 
nection with the war. 

No figures have been published as yet as to the amount of tax obtained 
under this special law. It is interesting to note, however, that the same 
law has been reissued for the year 1944-45,”* indicating that the Govern- 
ment is satisfied with the results obtained. 

The corporation excess profits tax, included in the same law with 
the individual war profits tax, applies to corporations whose taxable 
income for the year 1943-44 exceeds 10 per cent of the paid-in capital 
stock.” 

In order to determine what are excess profits within the meaning of 
the act, the following method is used: a comparative or base period 
average income is established for the years 1938-1940 inclusive. This is 
done by taking either the average taxable income for these years in case 
the corporation had a taxable income each year, or by taking the income 
for one of these years in case the corporation had a taxable income for 
only one year. This base or comparative average income is then deducted 
from the corporation’s taxable income for the current year. Special 
provisions are made for deducting from the current year’s income the 
amount of state and local taxes paid by the corporation, as well as 
reserves set up by the corporation to meet its tax liability during the 


20*Sums collected pursuant to this tax are deposited in a special account with The 
National Bank by the Danish Ministry of Finance and may be disbursed only by special 
act of the legislature. 

21Denmark: Decree No. 78 of March 20, 1944. (Lovtidenden A, p. 153, 1944.) 

22Denmark: Act No. 335 of July 3, 1943, secs. 18-24. 
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current year. Provision is made for the situation where the corporation’s 
capital has increased or decreased since the comparative or base period. 

The excess profits tax is assessed at rates ranging from 15 per cent 
of the excess profit where the income for the current tax year exceeds 
10 per cent of the capital, up to 40 per cent of the excess profit where 
the income for the current tax year exceeds 70 per cent of the capital. 
The amount of the excess profits tax may not be used by the corporation 
as a deduction in computing its normal income tax liability.”** 





Norway, THE NETHERLANDS AND ITALY 


The situation in these countries differs markedly from that of France 
and Belgium. As these nations were under German control for periods 
ranging from six to eight months longer, the introduction of monetary 
and fiscal programs aimed to improve their financial status and to recover 
illicit war profits was consequently delayed. However, such legislation 
as has already been adopted in these countries indicates that < fiscal 
pattern similar to the one set earlier in France and Belgium is to be 
followed. 

Norway. In Norway on September 8, 1945, the government initiated a 
long-range program for the postwar reconstruction of the national 
monetary and financial system. The program includes four measures: 
(a) the replacement of outstanding bank notes by exchange for new 
notes, with a limitation on the new notes available to individuals for 
immediate use; (b) the registration of bank deposits with a maximum 
limitation available for current use; (c) ‘the registration of individual 
holdings of securities, and (d) the registration of personal fortunes in 
excess of 10,000 crowns.”* 

Approximately 40 per cent of all individual holdings of bank notes and 
bank deposits will be frozen temporarily under this program. They will 
be deposited with the State in a so-called Riksinnskuddskonto (National 
Deposit Account), against which the State has first claim for taxes and 
confiscation of illicit profits. 

One of the principal objectives of this program, as explained by the 
Norwegian Finance Minister, is to remove the inflationary pressures 
caused by the excessive bank-note circulation.** Another objective is the 
recapture of illegal war profits. By securing an inventory of all outstand- 


228The excess profits tax is combined with compulsory saving plans which range 
from 5 to 25 per cent in the case of individuals and from 10 to 50 per cent in the case 
of corporations. Not being in the strict sense a capital levy or a tax aimed at the 
recovery of war profits, further details are omitted. 

23 Norway: Norsk Lovtidende No. 12, Sept. 8, 1945. 

24Norway: Norges Handels OG Sj¢gfartstidende, Oslo, Sept. 10, 1945, p. 2, 
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ing bank notes, of individual bank deposits, of all private.property and 
of private fortunes, the government hopes to be able to locate abnormal 
profits made by individuals who traded with the enemy, as well as to 
facilitate the recovery of such profits. Such an inventory is also expected 
to provide information of value in the prosecution of war criminals. Still 
another objective of this program is to provide an inventory of total 
wealth to serve as a basis for a just and productive tax system. It was 
considered a patriotic duty during the German occupation period for all 
loyal Norwegians to hide as much of their private fortunes as possible in 
order to avoid confiscation by the Germans. After five years of tax 
evasion of this sort, it is feared that considerable quantities of taxable 
property have been removed from the rolls. This is especially true of 
individuals who concealed abnormal gains derived from trading with 
the enemy. The object is now to turn these properties to the tax 
rolls so that the tax system may again become just, and also to provide 
urgently needed revenue. 

Netherlands Laws to be Modified. In the Netherlands the introduction 
of new fiscal measures has been hampered by the fact that a portion of the 
legislation enacted during the war was German-inspired and requires 
modification. There appears to be considerable speculation at the present 
time concerning which laws will remain in effect and which will have to be 
modified. The most recent information available indicates that legislation 
enacted during the enemy occupation concerning corporation taxes is 
still in effect, despite strong protests on the part of Netherlands corpora- 
tions demanding its replacement. 

Netherlands corporation taxes include a profits tax which is not based 
upon a profit and loss statement, but rather upon a comparison of two 
succeeding balance sheets, with certain adjustments as for capital con- 
tributions and dividend distributions. This tax is progressive, ranging 
from 30 to 55 per cent. In addition, there is a dividend tax amounting 
to 15 per cent, which is deducted from dividends paid out, an enterprise 
tax amounting to 12 per cent of the adjusted net income and, finally, a 
capital tax of one half of one per cent. 

It is known that The Netherlands Government is studying the capital 
levies and war profits taxes of other countries occupied by the enemy 
during the war, with a view to introducing similar legislation of its own. 
It is anticipated that the capital levy will be 5 per cent and that the tax 
on capital increases during the war will amount to 90 per cent. However, 
neither of these measures has yet been enacted. 

Taxes Planned in Italy. In December, 1945, the Italian Finance Minister 
gave a preview of the monetary and fiscal measures which are planned 
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for the reduction of the public debt and recoupment of war profits. These 
measures include a currency conversion plan similar to programs adopted 
in other Western European countries, total confiscation of war profits 
made by members of the Fascist party, and the heavy taxation of other 
war profits made since 1939. The Finance Minister then indicated that 
this program for monetary conversion would take place some time 
in 1946, and the Government hoped soon to proceed with a progressive 
capital levy. 
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CONCLUSION 


The Western European countries occupied by Germany all face, since 
their liberation, similar financial difficulties brought about by large public 
debts, impending reconstruction programs and excess circulating currency 
reflected to a large extent in war profits. These countries have already 
enacted, or are preparing, legislation of a similar nature which generally 
includes measures providing for a capital levy, confiscation of profits made 
by trading with the enemy, and high progressive taxation of all profits 
realized during the occupation period. Where subsidiaries of American 
corporations operated in these countries during the period of occupation, 
they may in some cases be subject to the war profits taxes, and may in 
many instances be subject to the capital levies. 

Where the property abroad of United States corporations and citizens 
has been treated as a war loss under section 127 of the Internal Revenue 
Code, an important question arises concerning the present or retroactive 
effect of these taxes upon its valuation when recovered, at which time the 
amount of recovery is treated as gross income. The Code gives no 
criterion to aid in determining either the time when the recoveries shall 
be deemed to take place or the effect to be accorded to foreign capital 
levies. However, the promulgation of the above-mentioned tax laws 
with retroactive provisions may have a serious effect on the value of the 
property “recovered” and therefore should be taken into consideration. 











TAX LAW REVIEW 


Published Quarterly by The New York University School of Law 
Subscription price $5.00 per year, single issue $2.00 


Facutty EpitTors 


Epmonp N. Cann, Editor-in-Chief 
Victor E. FERRALL Harry J. Rupicx 
Mark H. JoHNson GeraLp L. WALLACE 
MIGUEL DECAPRILES, Business Manager 


Apvisory Boarp 


Maurice AUSTIN LAwRENCE E. GREEN STANLEY S. SuRREY 
New York, N. Y. Boston, Mass. Washington, D. C. 

Roy BLoucH J. K. Lasser Tuomas N. TARLEAU 
Washington, D. C. New York, N. Y. New York, N. Y. 

SamueEt O. Ciark, Jr. Merve H. Miter WEsTON VERNON, JR. 
Washington, D. C. Indianapolis, Ind. New York, N. Y. 

Watter A. Coorer Rosert N. MILer Rosert W. WALES 
New York, N. Y. Washington, D. C. Chicago, II. 

Jesse R. FILLMAN _ Georce Maurice Morris J. P. WENCHEL 
Philadelphia, Pa. Washington, D. C. Washington, D. C. 


Ranpbo.tpH E. Pau 
Washington, D. C. 


GRADUATE EpDIToRS 


Cuester L. Hirscu SypNEy PReRAu 
Joun F. MappEN Burton L. SHEPARD 


ABRAHAM TANNENBAUM 


As issues of tax law and policy are frequently controversial, readers of the Tax Law 
Review will understand that the opinions expressed herein are not necessarily those 
of its Editors or of the Advisory Board. An article or note contributed by a public 
official does not necessarily represent the views of the applicable department unless 
expressly so stated in the particular instance. 

Address all correspondence regarding editorial matters to Mr. Edmond N. Cahn, 
Editor-in-Chief, 225 Broadway, New York 7, N. Y. All business matters should be 
referred to Mr. Miguel de Capriles, Business Manager, New York University School of 
Law, Washington Square, New York 3, N. Y. 


429 














Dissents And Concurrences 


Another Glance at the Hallock Problem. It is quite difficult to disagree 
with several of Mr. Alexander’s recent observations’ on matters commonly 
associated with Helvering v. Hallock.? Indeed, he may be unduly charitable 
in instances where agreement is rather easy. For example, in May v. Heiner*® 
Mr. Justice McReynolds and his brethren were remarkably unconcerned with 
the statute supposedly being construed. As a result, the opinion has few 
peers in the theory and practice of ignoring legislation. Again, despite the 
Dobson decision,* which appears and disappears with the greatest of ease, 
the Tax Court has been strangely incapable of serving the cause of clarity 
in a manner presumably contemplated by the Supreme Court. At times the 
rules prevailing in the Tax Court have been effectively hidden by what 
Mr. Justice Rutledge might characterize as an “expert administrative fog”.® 
Nor has the Treasury been adequately anxious to respond to the needs of 
administrative responsibility. Trusts have been zealously pursued as if 
some special excise tax had been imposed on the retention of any reversionary 
interest, deliberately or otherwise. 

Yet agreement occasioned by a few unnecessary misfortunes should not 
obscure a few basic differences which for present purposes are decidedly 
more significant. While events of the past cannot be summarily dismissed, 
the dominant problem is to react wisely to the requirements of the present. 
And it is precisely Mr. Alexander’s proposed reaction which primarily 
prompts disagreement.* Mr. Alexander would like Congress to amend 


1 Alexander, Possibilities of Reacquisition and the Federal Estate Tax (1946) 
1 Tax L. Rev. 291. 

2309 U.S. 106 (1940). A good deal has lately been written on the meaning of the 
Hallock case and the identity of those whom it may concern. See, e.g., Spencer, The 
Federal Estate Tax on Inter Vivos Trusts: A Common Sense Rule for Hallock Cases 
(1945) 59 Harv. L. Rev. 43; Nelson, Reverters in Estate Taxation (1945) 23 Taxes 
98, and The Stinson Case (1945) 23 Taxes 245; Eisenstein, The Hallock Problem: 
A Case Study in Administration (1945) 58 Harv. L. Rev. 1141, and The Hallock 
Problem in a Nutshell, New York University FourtH ANNUAL INSTITUTE ON FEDERAL 
TAXATION (1946) 205; Note (1945) 1 Tax L. Rev. 95. 

3281 U.S. 238 (1930). 

*Dobson v. Comm’r, 320 U.S. 489 (1943). See Paul, Dobson v. Commissioner: The 
Strange Ways of Law and Fact (1944) 57 Harv. L. Rev. 753; Griswold, The Need for 
a Court of Tax Appeals (1944) 57 Harv. L. Rev. 1153, 1170; Eisenstein, Some 
Iconoclastic Reflections on Tax Administration (1945) 58 Harv. L. Rev. 477, 539. 

5See John Kelley Co. v. Comm’r, 66 Sup. Ct. 299, 306 (1946). 

6 There are other reasons for disagreement. For instance, in discussing an arithmeti- 
cal illustration in criticism of the Treasury’s present position (1 Tax L. Rev. at 326), 
Mr. Alexander makes no allowance for the fact that the daughter’s successor life 
estate does not hinge on the decedent’s death and should therefore be excluded from 
the gross estate if the Hallock case is law. The regulations (Reg. 105, Sec. 81.17) on 
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section 811 (c) so that only the value of the reversionary interest at the 
donor’s death would be placed in his gross estate. Although the amendment 
would be satisfactory even if confined to transfers “heretofore made”,” 
one detects a note of hope that the desired change will successfully avoid 
confinement.* Of course, if the proposed amendment were adopted, subsec- 
tion (c) might as well be completely repealed to the extent that it seeks out 
transfers already made which are intended to take effect in possession or 
enjoyment at or after the donor’s death. Apart from the Hallock doctrine as 
developed to date, the provision devoted to such transfers has practically 
nothing to do.® Inasmuch as reversionary interests are generally worth 
very littie on an actuarial basis, they do not add much to practically 
nothing.” Legislative enactments are by no means always possessed of an 
inalienable right to immortality, but in the absence of persuasive considera- 
tions a statute is surely entitled to more than a futile and sterile existence.** 


which he relies do not indicate otherwise. As a matter of fact, under their rationale 
of survivorship the daughter’s interest would clearly be excluded. Unforiunately 
Government lawyers are not always concerned with what a regulation says while 
refusing to argue that what is said is invalid. See Dominick’s Estate v. Comm’r, 152 
F. (2d) 843 (C.C.A. 2d, 1946). 

7See 1 Tax L. Rev. at 327. 

8Mr. Alexander also proposes a declaratory provision to the effect that transfers 
made prior to the enactment of the Joint Resolution of March 3, 1931 (c. 454, 46 
Stat. 1516 (1931)) are not taxable merely because of a reserved life estate. We have 
more to say about this matter at a later point. In the case of future transfers 
involving reversionary interests Mr. Alexander suggests that subsection (c) might be 
revised to indicate that only interests conditioned on the decedent’s death are taxed. 

®Mr. Alexander seems to concede as much: “Until Helvering v. Hallock, the clause 
had modest aspirations, presenting little trouble to the taxpayer and giving small 
comfort to the revenue.” Jd. at 291. 

10Compare a rara avis like Helfrich’s Estate v. Comm’r, 143 F. (2d) 43 (C.C.A. 
7th, 1944). It is assumed that Mr. Alexander’s proposal on the Hallock case would 
equally dispose of cases like Blunt v. Kelly, 131 F. (2d) 632 (C.C.A. 3d, 1942), and 
Malcolm D. Champlin, 6 T.C. No. 40 (1946). According to these decisions, the 
Hallock case applies to trust property if a person other than the grantor has a power, 
governed by an enforceable external standard, to invade the property on behalf of 
the grantor. Cf. Bankers Trust Co. v. Higgins, 136 F. (2d) 477 (C.C.A. 2d, 1943). 

11Qne gathers that Mr. Alexander would be more than mildly pleased if the dis- 
turbing portion of subsection (c) were repealed for the benefit of property already 
in trust. “To one who believes”, says Mr. Alexander, “that the language used in the 
statute was never meant to reach transfers involving possibilities of reacquisition, an 
elimination of the phrase ‘intended to take effect in possession or enjoyment at or after 
his death’ with respect to all transfers made before the present time, would have a 
certain appeal.” 1 Tax L. Rev. at 326. One might add that the elimination would 
afford special delight to those who often react to the estate tax in the 1895 manner 
of Mr. Justice Field and Mr. Choate, when they found the income tax too horrible to 
contemplate. See Corwin, Court Over Constitution (1938) 192; 2 Bouprn, Govern- 
MENT By Jupicrary (1932) 219-222, 233. As for those who believe that subsection (c) 
was not meant to reach transfers involving possibilities of reacquisition, several com- 
ments are in order. First, the Supreme Court has never decided that subsection (c) 
reaches a transfer simply because of such a possibility. Second, subsection (c) 











432 TAX LAW REVIEW [Vol. 1: 


What are the reasons which Mr. Alexander finds persuasive? One reason 
apparently reflects his firm conviction that the present state of affairs is 
hopelessly confused, or, at any rate, too confused for the powers of adminis- 
trative clarification. Undoubtedly the Treasury would not be kindly disposed 
toward his proposal, and in so far as the Treasury would naturally fail to 
cooperate, additional legislation would be necessary to achieve the end 
desired. Wise administration, however, may easily do a good deal in 
delivering us from the wilderness, assuming we are prepared to look with 
favor upon the destination to which wisdom leads. The Treasury might 
provide in appropriately precise fashion that no transferred interest is rightly 
taxed under the Hallock doctrine unless the donee’s possession or enjoyment 
of the interest hinges upon the prior death of the donor.’® Certainly no 
decision emanating from the Supreme Court has willed the contrary. That 
Court has even indicated through an amendment of the Goldstone opinion** 
that subsection (c) is not yet dedicated to the taxation of reverters as such."* 
But since Mr. Alexander finds the Hallock decision distasteful, the Treasury’s 
ability to produce order out of chaos becomes comparatively insignificant.’ 

Our next line of inquiry is therefore the following: Why does Mr. 
Alexander dislike the decision? Several causes seem to be collaborating here. 
In the first place, the decision is regarded as a repudiation of a fundamental 
principle once enunciated in Reinecke v. Northern Trust Company.*® In that 
case the decedent had created trusts for the benefit of others which expressly 
postponed the possession and enjoyment of the remainders until after his 
death. The Supreme Court nevertheless thought subsection (c) inapplicable 
because nothing had passed from the decedent’s “possession, enjoyment or 
Teaches an interest intended to take effect in possession or enjoyment at the donor’s 
death if, in addition, a reverter is attached to the interest. Third, it is understandably 
difficult to comprehend why a very sensible provision should be completely repealed 
for the sake of certain transfers which ought not to be taxed. 

Mr. Alexander adds that the solution via complete repeal “would be simple, and 
would eliminate at one stroke both the reversionary interest and the May v. Heiner 
problems.” Undeniably, the more you repeal the simpler it becomes. 

12See Eisenstein, The Hallock Problem: A Case Study in Administration (1945) 
58 Harv. L. Rev. 1141, 1178-1181. Since the writing of this Dissent the Treasury has 
issued T.D. 5512, May 2, 1946, which goes far to take us out of the wilderness. 

13Goldstone v. United States, 325 U.S. 687 (1945). Compare, however, Dominick's 
Estate v. Comm’r, 152 F. (2d) 843 (C.C.A. 2d, 1946), which ignores the amendment 
and concludes that a donated interest is intended to take effect in possession or 
enjoyment at the donor’s death though the donor’s death is completely irrelevant to 
the donee’s possession or enjoyment. 

14See Eisenstein, The Hallock Problem: A Case Study in Administration (1945) 
58 Harv. L. Rev. 1141, 1175. 

15Mr. Alexander states (1 Tax L. Rev. at 306): “It may be that regulations can be 
issued which will resolve many of the problems as a matter of administrative policy 
but this is to be doubted.” He fails to explain the source of his doubts in satisfactory 
fashion. Moreover, the desirability of clarification by regulation does not presuppose, 
as Mr. Alexander intimates, that 811 (c) is to be applied “under any interpretation” 
which the Treasury might accord the provision. 


16278 U.S. 339 (1929). 
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control” when the decedent died. Similarly, in the Hallock case a donee, and 
not the decedent, had been enjoying the property at the latter’s death. In 
the absence of a reversionary interest, Mr. Alexander points out, the 
Northern Trust Company decision would have barred the collection of tax. 
The presence of the reverter, he continues, should not have seriously weak- 
ened the barrier since the reverter did not constitute “possession, enjoyment 
or control” continuing in the decedent until he passed away. In short, a 
reverter is a plainly inadequate excuse for taxing property which is otherwise 
not taxable. 

A second reason which moves Mr. Alexander to make his proposal is 
the applicability of the Hallock decision though the responsible reverter is 
exceedingly insubstantial.’*7 Actuarially speaking, the donor’s possibility of 
regaining the property may be the practical equivalent of zero; nevertheless 
the property enters the gross estate. This reason ties in with the first. 
One emphasizes that a reverter is a legal irrelevancy. The other emphasizes 
that a reverter is frequently a factual irrelevancy, for under no rational 
view of relative possibilities does the decedent have a chance of regaining 
the property. A third reason brings us right back to May v. Heiner. Under 
that decision property transferred in trust prior to March 3, 1931, is not 
taxable despite the donor’s retention of a life estate.** But if the same 
transfer in trust happens to reserve a reversionary interest, no matter how 
remote, the property is taxable under the recent decisions in Fidelity- 
Philadelphia Trust Company v. Rothensies*® and Commissioner v. Estate of 
Field.2° Hence May v. Heiner has in effect been overruled in all instances 
where the life estate was accompanied by a reverter until the donor died. 
Very often, no doubt, the donor was unaware that his life estate had an 
escort, or, if aware, was probably unconcerned. At any rate, although Mr. 
Alexander considers May v. Heiner a gross misreading of subsection (c), 
he stresses the acute disappointment of those who relied on its error if the 
error were now undone on the basis of a flimsy and irrelevant reverter. 

The difficulty with Mr. Alexander’s criticisms is that they are not especially 
friendly to his proposal. At best they prove that the Supreme Court has 
been singularly unsuccessful in construing subsection (c) in a consistently 
sensible manner. But the Court’s lack of success is hardly a sufficient excuse 
to overrule the Hallock case. If prior decisions are not entirely compatible 
with the Hallock doctrine, it is at least equally plausible to argue that those 
decisions should pay the supreme penalty for the sake of consistency. Cer- 
tainly the argument is rather relevant if Mr. Alexander’s dominant concern 


17But cf. Comm’r v. Hall’s Estate, 153 F. (2d) 172 (C.C.A. 2d, 1946). 

18See further the per curiam decisions in Burnet v. Northern Trust Co., 283 U.S. 
782 (1931) ; Morsman v. Burnet, 283 U.S. 783 (1931) ; McCormick v. Burnet, 283 U.S. 
784 (1931). 

19 324 U.S. 108 (1945). 

20324 U.S. 113 (1945). See further Goldstone v. United States, 325 U.S. 687, 
692-3 (1945). 
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is not to relieve estates through the legislative destruction of the Hallock 
case, but to reconstruct subsection (c) in accordance with generally desirable 
rules of tax liability. As a matter of fact, Mr. Alexander frankly observes 
that “Perhaps few would question the fairness of a statute so drawn as 
to reach the Hallock type of transfer.”** The substance of his reasoning 
boils down to this: the Court’s earlier decisions do not harmonize with its 
later adjudications, and regardless of whether the Court has grown wiser, 
let us make progress by returning posthaste to the past. 

What makes this principle of progress particularly interesting is that Mr. 
Alexander is more than willing to reject the only Supreme Court decisions 
which do justice to the language of subsection (c) while accepting those 
which do not. The subsection includes in a decedent’s gross estate all 
property “To the extent of any interest therein of which the decedent has 
at any time made a transfer, by trust or otherwise, . . . intended to take 
effect in possession or enjoyment at or after his death... .” The Hallock 
and subsequent cases have held that an interest is intended to take effect in 
this manner if a donee’s possession or enjoyment of the interest is postponed 
until after the donor’s death, subject to a possible reversion of the interest 
to the donor in the event the donee fails to possess or enjoy. The statute is 
so obviously congenial to this conclusion that one must carefully ignore its 
language in order to agree with Mr. Alexander that the Hallock case was 
“not well-grounded on the language of the statute.”*? If Helvering v. 
Hallock was a misreading of subsection (c), it is evidently not enough in 
drafting tax legislation “to attain to a degree of precision which a person 
reading in good faith can understand ; but it is necessary to attain if possible 
to a degree of precision which a person reading in bad faith cannot mis- 
understand.” ** 

The truth of the matter is that Mr. Alexander’s legal strictures apropos 
of the Hallock decision rest basically not on the statute but on the decision’s 
contradiction of Reinecke v. Northern Trust Company. It is a nice question 
whether the Hallock decision is so sharp a break with the past as Mr. 
Alexander would have us assume. Approximately two years after the 
Northern Trust Company decision the Supreme Court ruled, without provok- 
ing a single dissent, that subsection (c) may apply though the decedent does 
not possess or enjoy the property at the moment of his death.** But nothing 
is to be gained by meticulously balancing one case against the other, if, as 
Mr. Alexander encourages one to believe, the paramount problem is to 
enact legislation which satisfies the just requirements of an estate tax. The 
weighing of precedents should be somewhat beside the point, and especially 
~ 21) Tax L. Rev. at 295. 

227d. at 294-95. 

23 Jn re Castioni, [1891] 1 Q. B. 149, 167. 

24 Kiein v. United States, 283 U.S. 231 (1931). Mr. Alexander fails to note that Mr. 
Justice Stone, who authored the Northern Trust Company opinion, thereafter in effect 
abandoned its rationale in Helvering v. St. Louis Union Trust Co., 296 U.S. 39, 46-47 
(1935). 
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so if the Northern Trust Company decision, in contrast to the Hallock case, 
departs from the apparent instructions of subsection (c).25 Since the 
Supreme Court once made questionable law, Mr. Alexander seems extremely 
disappointed because the Court thereafter refused to make questionable law 
once more. 

If we look closely, Mr. Alexander’s paper seems to be primarily if not 
exclusively devoted to the task of preserving a special freedom from tax for 
those who were presumably assured of freedom. Prior to the Hallock 
decision these assurances of immunity could have been suggested by only 
two groups of decisions: the St. Louis Trust cases** and May v. Heiner. 
In so far as the first group is concerned, faith and hope must have derived 
from the once vital distinction between a remainder which is contingent and 
a remainder which is vested subject to divestment. Perhaps for reasons 
which are fairly plain Mr. Alexander makes no special effort to justify 
either the distinction or the pleasant expectations frustrated by its dis- 
appearance.?”7 On the other hand, he is extremely solicitous about the happy 
anticipations of immunity which May v. Heiner first encouraged and the 
Fidelity-Philadelphia and Field cases thereafter in many instances dis- 
couraged. 

Mr. Alexander would probably agree that the latter two cases could not 
have been decided otherwise without substantially ignoring the Hallock 
decision. Nevertheless we may readily suppose that a rationally conceived 
tax policy would refuse to recognize a crucial distinction between a trust 
reserving a life estate to the grantor and a trust reserving a reversionary 
interest in addition to a life estate.2* Mr. Alexander is fundamentally correct 
when he indicates that a difference in consequences is painfully at odds with 
good sense. Is he therefore justified in suggesting that the difference should 
be obliterated by effectively overruling the Hallock decision? Perhaps there 
is wisdom in the thought that a silly decision should be deliberately extended 
lest another similarly silly decision be avoided. But before deciding that the 
thought should be translated into legislative action, one should at least 
consider the possibility of some other alternative.2® If May v. Heiner does 


25Tt has been said that the Hallock decision does not overrule the Northern Trust 
Company decision. Comm’r v. Lasker, 141 F. (2d) 889 (C.C.A. 7th, 1944). See 
further Wishard v. United States, 143 F. (2d) 704, 708 (C.C.A. 7th, 1944). 

26 Helvering v. St. Louis Union Trust Company, 296 U.S. 39 (1935); Becker v. 
St. Louis Union Trust Co., 296 U.S. 48 (1935). 

27™Mr. Alexander indicates that there was “no reason for distinguishing” between the 
Klein and St. Louis Trust transfers “for estate tax purposes.” 1 Tax L. Rev. at 293. 

28Cf. Eisenstein, The Hallock Problem: A Case Study in Administration (1945) 58 
Harv. L. Rev. 1141, 1170. 

2°9Mr. Alexander does not note that the harm produced by legislation too often 
exceeds its good deeds. The tax bar has an almost childlike faith in the capacities of 
legislative words. Statutes may create more problems than they solve and leave us 
without the means of intelligent solution in day-to-day administration. Cf. Eisenstein, 
Some Iconoclastic Reflections on Tax Administration (1945) 58 Harv. L. Rev. 477, 
538-39. 
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not harmonize with later decisions, why should May v. Heiner be permitted 
to survive for the benefit of trusts created before the enactment of the Joint 
Resolution ?*° 

Mr. Alexander’s reply would most likely be a very familiar one. May v. 
Heiner and the Joint Resolution assured grantors of trusts established before 
the change in rule that they could die without fear of estate tax by reason 
of their life estates. If the Resolution were extended to previously created 
trusts Congress would break its promise of immunity and grantors would 
therefore have relied on the promise to their damage. The fashionable 
assumption that error breeds a vested right in its perpetuation merits some 
examination here. “Taxation is neither a penalty imposed on the taxpayer 
nor a liability which he assumes by contract. It is but a way of apportioning 
the cost of government among those who in some measure are privileged to 
enjoy its benefits and must bear its burden.” ** 

A person reserving a life estate under a trust created before the passage 
of the Joint Resolution acted with ample notice that the Treasury would 
claim an estate tax if a life estate were reserved.*? Hence all those who 
retained life estates would have lacked any moral right to relief if the 
Supreme Court had approved the Treasury’s understanding of the law. Mr. 
Alexander would probably agree, in view of his uncomplimentary com- 
ments on May v. Heiner. If the provisions originating in the Resolution 
were now amended to reach pre-existing trusts, the tax imposed would 
simply be one which the affected grantors had been willing to risk.** As a 
matter of fact, until the Supreme Court spoke, the risk appeared to be a 
practical certainty. The convenient dogma about taxpayer reliance does not 
yield easily. For example we may expect: the argument to be made that 
if the Government had prevailed in May v. Heiner, the same grantors would 
have surrendered their life estates in order to avoid eventual estate tax 
liability. One need not be unsympathetic to suggest that this contention 
would be highly charged with conjecture, particularly in the case of a 
grantor who created a trust after the Treasury served notice that a tax was 
due.** 


89C._ 454, 46 Stat. 1516 (1931). See Hassett v. Welch, 303 U.S. 303 (1938). Cf. the 
dissenting opinions of Judge Frank in Helvering v. Proctor, 140 F. (2d) 87, 89 (C.C.A. 
2d, 1944), and Comm’r v. Hall’s Estate, 153 F. (2d) 172, 174 (C.C.A. 2d, 1946). 

%1 Welch v. Henry, 305 U.S. 134, 146 (1938). 

32See Reg. 37 (1919 ed.), Art. 24; Reg. 37 (1921 ed.) Art. 24; Reg. 63, Art. 20; 
Reg. 68, Art. 18; Reg. 70 (1926 ed.), Art. 18; Reg. 70 (1929 ed.), Art. 18. See also 
THURBER, FEDERAL Estate Tax (1921) § 48. 

33Cf, Milliken v. United States, 283 U.S. 15 (1931) ; Phillips v. Dime Trust & Safe 
Deposit Co., 284 U.S. 160 (1931). 

34Cf. Frank J., dissenting in Helvering v. Proctor, 140 F. (2d) 87, 91 (C.C.A. 2d, 
1944), and Comm’r v. Hall’s Estate, 153 F. (2d) 172,175 (C.C.A. 2d, 1946). The same 
notice over a prolonged period should also take care of the donor who reserved his 
life estate before the enactment of the first estate tax and thereafter failed to relinquish 
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The principle of taxpayer reliance to which Mr. Alexander subscribes 
is less pertinent than the preceding paragraph might lead one to believe. In 
importing the principle into the determination of estate tax policy, it is 
assumed that someone would be unjustifiably injured after having been 
informed to the contrary. This assumption is insubstantial enough to be 
forgotten. As regards the grantor, he has already departed this life and is 
therefore beyond the pecuniary pain imposed by the estate tax. Presumably 
Mr. Alexander is not concerned with any manifestation of vicarious anguish 
from the grave. As for the remainderman who finally obtains possession 
and enjoyment after the termination of the reserved life estate, he is 
undoubtedly receiving less than he expected; and to the extent of the 
difference, as Pliny was accustomed to argue, the grief and sorrow of our 
bereaved remainderman are definitely augmented. But in consenting to 
possess or enjoy the property he has hardly acted to his detriment in 
reliance upon some prior official indication that he would finally receive 
more.*® Nor would he have refused to accept anything if he had known 
that eventually he would receive less than the donor was willing to give.** 
The essence of the matter is that a commendable equality of treatment would 
be brought about if estate tax were imposed on all transfers in trust reserving 
a life estate unto the grantor, regardless of the date when transfer and 
reservation were made.*’ Possession or enjoyment following a benefactor’s 
death would be taxed with complete indifference to the irrelevant query 
whether possession or enjoyment happened to move from the benefactor by 
will or by trust.** 





his interest despite the notice. In view of United States v. Jacobs, 306 U.S. 363 
(1939), and its potentialities, we may safely surmise that due process of law would 
not be disturbed. See further Fernandez v. Wiener, 66 Sup. Ct. 178, 187 (1945). 

55If the tax attributable to the property in trust were actually paid by the estate in 
administration, the remainderman a fortiori would have no adequate reason to complain. 
The recipients of the estate in administration would be no more deprived of 
property than they would be if tax rates were finally higher than they expected or 
if the remainder interest were instead a specific legacy which did not contribute to 
the payment of tax. 

36 Cf. Welch v. Henry, 305 U.S. 134, 148 (1938). 

3™The amendment producing the suggested equality would apply as_ respects 
decedents dying after the date of its enactment. 

38 The fact that the tax is an “estate” rather than “inheritance” levy is beside the 
point. The very equivalence in possession and enjoyment, regardless of the means 
of acquisition, makes the estate tax an appropriate mechanism for hitting the decedent's 
total power to bring possession and enjoyment to others following his death. The 
Constitution regards the matter similarly: “If the gift of property may be taxed we 
cannot say that there is any want of constitutional power to tax the receipt of it, 
whether as the result of inheritance . . . or otherwise, whatever name may be given 
to the tax, and even though the right to receive it as distinguished from its actual receipt 
and possession at a future date, antedated the statute. Receipt in possession and 
enjoyment is as much a taxable occasion within the reach of the federal taxing power 
as the enjoyment of any other incident of property .. .” Fernandez v. Wiener, 66 Sup. 
Ct. 178, 185 (1945). 
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Basically Mr. Alexander’s rationalization of reliance is simply an isolated 
instance of a more generalized philosophy. This philosophy instructs us 
that taxpayers have a vested interest in the past which is not to be disturbed. 
For the past evoked expectations and expectations should not be illusory. 
Yet if there is any certainty in this life upon which expectations should 
build, it is the certainty of change. “All life is an experiment”,®® and 
“repose is not the destiny of man.”*° Legislative power would be doomed to 
paralysis if it were unable to disappoint as well as please.*t By the same 
token, the power to tax is the power to disappoint. Tax rates go up when 
we assume they will stay down. Property is taxed today though yesterday 
it was immune. “Every revenue act which Congress has passed has a retro- 
active effect. It is something on which taxpayers of necessity take their 
chances.”** The endless quest for the good and the just requires much 
more than a wistful glance toward the discredited past. If the early bird 
is entitled to the worm, something more substantial should be produced than 
mere evidence that the bird was early. This suggestion is by no means 
irrelevant if, to begin with, our bird was never really entitled to the worm.** 

One other aspect of Mr. Alexander’s paper on the Hallock situation 
remains to be considered. As already indicated, in order to extricate actual 
and potential decedents from an unwelcome estate tax liability he proposes 
that only the value of the reverter at the decedent’s death be taxed. The 
suggestion seems to rest on the not too articulate premise that an interest 
is improperly subjected to estate tax unless the interest passes from decedent 
to survivor when the former dies. It is somewhat surprising that Mr. 
Alexander should have resorted to this premise in order to sustain his 
proposed improvement.‘* For many years the Supreme Court generally 
assumed that an estate tax is well behaved only if there is a “transmission” 
or “passing” at death.** The Court has since revised the canons of behavior 
as constitutional qualms have abated, and has finally arrived at the view 
that any inter vivos transfer is taxable at death as long as the resulting 


3®See Abrams v. United States, 250 U.S. 616, 630 (1919). 

4° Hotmes, Cottectep Lecat Papers (1920) 181. 

41Cf. Norman v. Baltimore & Ohio R.R. Co., 294 U.S. 240, 307-08 (1935); Legal 
Tender Cases, 12 Wall. 457, 549-51 (1870). 

*2Douglas, J., dissenting in Helvering v. Griffiths, 318 U.S. 371, 408 (1943). 

43The Supreme Court has agreed that “an ingenious mind may devise other means 
of avoiding an inheritance tax, but the one commonly used is a transfer with reservation 
of a life estate.” Helvering v. Bullard, 303 U.S. 297, 302 (1938), quoting from 
Matter of Keeney, 194 N.Y. 281, 287, 87 N.E. 428, 429 (1909), aff’d, 222 U.S. 525 (1912). 

*4Of course, the Trust Division of the American Bankers Association subscribes 
wholeheartedly to the premise as a self-evident principle. See Report Proposing 
Amendments to Federal Income, Estate, and Gift Tax Laws (Jan. 1946) 30-31. 

*5 See, e.g., Reinecke v. Northern Trust Company, 278 U.S. 339 (1929); May v. 
Heiner, 281 U.S. 238 (1930); Heiner v. Donnan, 285 U.S. 312 (1932); Helvering v. 
St. Louis Union Trust Co., 296 U.S. 39 (1935). 
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liability reflects a policy which is rational.** This test is easily satisfied 
where possession or enjoyment by others is postponed until at or after the 
decedent’s death. “The taxable event is a transfer inter vivos. But the 
measure of the tax is the value of the transferred property when death 
brings it into enjoyment.” *? 

Mr. Alexander disagrees: the fruition of possession and enjoyment as a 
result of the decedent-grantor’s death is immaterial. Strangely enough, he 
registers his disagreement by way of a suggestion which is at best a very 
poor illustration. If reverters which disappear at death also “pass” at death, 
the concept of “passing” has taken an unusual turn. Even Mr. Justice White, 
who was a major contributor to the concept,** would have been startled by 
the proposed development, and the same may be said for the five Justices 
who were pleased by the St. Louis Trust decisions.*® Admittedly, novelty 
should not be prima facie objectionable, but the novelty should be occasioned 
to some extent by a justifiable need. In the preseat case the only discernible 
objective is to withdraw property interests from the gross estate although 
the possession or enjoyment of those interests must await the decedent’s 
death just as if the interests passed by will or under the rules of intestacy.*° 

In the final analysis, an estate tax is what we choose to make it.*? But 
certainly our choice should not be guided merely by the desire to preserve 
decrepit precedents upon which optimistic expectations were once disposed 
to lean. Nor is it enough to concern ourselves with the discomfort experienced 
by attorneys when precedents fail them. After all, the tax bar is always in 
a state of disappointment. Whether or not we approve, tax law is not 
constantly distinguished for consistency between past and present. Never- 
theless a decision may be eminently wise though hostile to a predecessor 
which is conspicuously foolish. If, however, we insist that consistency 
is a virtue which is never to be slighted, we might at least eliminate the 
foolish decision and keep the wise one. 

—Louis EISENSTEIN. 


46 See Helvering v. City Bank Farmers Trust Co., 296 U.S. 85 (1935) ; Helvering v. 
Bullard, 303 U.S. 297 (1938). 

47 Helvering v. Hallock, 309 U.S. 106, 110-11 (1940). See also Fidelity-Philadelphia 
Trust Co. v. Rothensies, 324 U.S. 108, 110-11 (1945). 

*8See Knowlton v. Moore, 178 U.S. 41 (1900). In fairness to Mr. Justice White, 
it should be added that his generalizations at the time were primarily concerned with 
property passing by will or intestacy. 

49 Helvering v. St. Louis Union Trust Co., 296 U.S. 39 (1935) ; Becker v. St. Louis 
Union Trust Co., 296 U.S. 48 (1935). 

50See note 38. In this connection Mr. Alexander suggests (1 Tax L. Rev. at 300) 
that in the Fidelity-Philadelphia case the Supreme Court might easily have excluded 
the actuarial values of the two life estates scheduled to be enjoyed after the decedent’s 
death. But unless a good deal of the Hallock decision is to be forgotten, there is no 
more reason to exclude such values than there is to exclude the value of the final 
remainder awaiting possession or enjoyment. 

51Cf. Eisenstein, Are We Ready for Estate and Gift Tax Revision? (1945) 23 
Taxes 316, 323. 
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Foreign Personal Holding Companies—A Comment on Rudick, 
Personal Holding Companies Owned by Nonresident Aliens (1946) 
1 Tax L. Rev. 218. A corporation is a personal holding company if it meets 
the gross income and stock ownership requirements established by sections 
501 (a), 502 and 503 of the Internal Revenue Code or by the corresponding 
provisions of prior Revenue Acts. The Regulations since those issued 
under the Revenue Act of 1936 have specifically included in the concept 
domestic and foreign corporations.? Except for the applicability of funda- 
mental concepts of jurisdiction to tax, little doubt could exist as to the scope 
of the statute until the Revenue Act of 1937.2 However, that Act introduced 
the concept of “foreign personal holding company” (that is, a foreign 
corporation meeting certain tests as to stock ownership and income)‘ and 
excluded such corporation from the concept of personal holding company.® 
The contention was made that a foreign corporation could never be a 
personal holding company unless it was a foreign personal holding company.® 
Such seems to be the view taken by Mertens, though his position is not 
entirely clear.’ The hearings preceding the Revenue Act of 1937 and the 
enactment of the predecessor of Supplement P of the Internal Revenue Code 
give practically no assistance. Attention was then focused on the obvious 
possibilities of tax evasion by citizens or residents and the new law was an 
effort to cope with the problem.® 

Although the question whether a foreign corporation was included in 
the concept of personal holding company was a necessary premise for 
several decisions of the Board of Tax Appeals® an exclusion was not 
contended by the taxpayer until 1943 in the Fides case.*° That case 
involving the interpretation of the Revenue Act of 1936 decided squarely 
that a foreign corporation could qualify as a personal holding company. 


1The concept was introduced by the revenue Act of 1934, § 351. See Mertens, 
Law of Federal Income Taxation (1943) §§ 39.01, 39.02. Under the family-partnership 
Rules of I.R.C. § 503 (a) (2) the number of shareholders may be fairly great. See 
Reg. 111, Sec. 29.503 (a)-3. 

? Reg. 94, Art. 351; Reg. 101, Art. 401; Reg. 103, Sec. 19.500; Reg. 111, Sec. 29.500. 

3See 7 Mertens 85, and footnote 85a. 

*Revenue Act of 1937, § 201; now I.R.C. §§ 331-340. Besides meeting the income 
requirements at any time during the taxable year owners of more than 50 per centum 
of the value of the stock must be citizens or residents of the United States. 

5 Revenue Act of 1937, § 207 (a), now I.R.C. § 501 (b) (5). 

6 Cf. Fides, A. G., 47 B.T.A. 280 (1942), aff'd sub. nom. Fides, A. G. v. Comm’r, 137 F. 
(2d) 731 (C.C.A. 4th, 1943) ; see Seidman, The Revenue Act of 1937—Some Interpreta- 
tive Problems (1937) 15 Taxes 571. 

7™See 7 Mertens 251, 256, footnote 55. Even the Bureau uses sometimes confusing 
language. See Special Ruling, March 6, 1945, 1945 CCH Fed. Tax Rep. ¥ 6163. 

8See Paul, Background of the Revenue Act of 1937 (1937) 5 U. or Cur. Law Rev. 
41, 49. 

® Blenheim Co. Ltd. 42 B.T.A. 1248 (1940), aff'd sub. nom. Blenheim Co. v. Comm’r, 
125 F. (2d) 906 (C.C.A. 4th, 1942); Elston Co. Ltd., 42 B.T.A. 208 (1940); Taylor 
Securities, Inc., 40 B.T.A. 696 (1939). 

10 Fides, A.G., 47 B.T.A. 280 (1942), aff’d 137 F. (2d) 731 (C.C.A. 4th, 1943). 
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Helvering v. Syndicate Varieties Ltd. again involving the 1936 Act, 
followed the Fides case. No other case presenting the question has arisen 
under the 1934 Act or any later Act or the Code. In the Fides case the Board 
of Tax Appeals in an obiter dictum intimated that T.D. 4791 amending 
Regulations 94 to accord with the changes effected in the 1936 Act by the 
Revenue Act of 1937 would have exempted the taxpayer.’? In all the cases 
all the stockholders were nonresident aliens not engaged in trade or business 
in the United States, and consequently the contention was available in its 
most cogent form that the corporation did not come within the evil to be 
obviated by the surtax. 

Since the surtax levied upon a foreign corporation is in no way discrimi- 
natory and is based upon gross income from domestic sources only** any 
effort to restrict the explicit statutory language of the Internal Revenue 
Code will be met by the opinion in the Fides case. The reasoning of this case 
is equally applicable to the Code and is not impaired by the provisions 
introduced by the Revenue Act of 1937. Moreover, the opinion can be 
buttressed by the facile slogan of the re-enactment rule.** Therefore, it can 
be safely said that domestic and foreign corporations (except technical 
“foreign personal holding companies’) are included in the concept of personal 
holding company under Subchapter A of the Code. The avenue of escape 
from the prohibitory surtax must be found in another direction. 

Domestic stockholders (citizens or resident aliens) of domestic or foreign 
corporations which are personal holding companies, come directly within 
the main purpose of the statute: to increase individual income subject to 
high surtax rates by forced distribution of dividends.’® The situation of 
nonresident aliens is more complex. Their income from dividends from a 
personal holding company may be either taxed at the ordinary normal and 
surtax rates, or at a flat rate, or not taxed, depending upon a combination 
of several factors.** The objective of the surtax can be fully attained in the 
first case only; in the two others imperfectly or not at all—unless refuge 
is sought in the trite proposition that the purpose of any tax is to raise 
revenue. One factor is fortuitous with respect to the corporation and 
can be eliminated at the outset, that is, the differentiation in the tax base and 
rate depending upon the aggregate amount of domestic income and upon 
the presence or absence of a United States business. The remaining factors 


11140 F,. (2d) 344 (App. D. C. 1944). 

1247 B.T.A. at 284. 

18 Reg. 111, Sec. 29.500-1. 

14Tn re-enacting without change the contested provisions in § 401 et seg. of the 
Revenue Act of 1938, and in the Code, Congress has “approved” the administrative 
construction. See Comm’r vy. Flowers, 90 L. Ed. 189,191 (1946); Eisenstein, Some 
Iconoclastic Reflections on Tax Administration (1945) 58 Harv. L. Rev. 447, 529. 

15 Fg., see Piper v. U.S., 50 F. Supp. 363, 365 (D.C. Minn. 1943); see 7 Mertens 
§§ 39.01, 39.02. 

167. R.C. § 211; these factors are: whether the alien is engaged in trade or business 
within the United States, or not so engaged, and the amounts of income. 

















442 TAX LAW REVIEW [Vol. 1: 


are the qualification of the corporation as domestic or foreign, and its 
sources of gross income, domestic or foreign, and the percentage thereof. 
Since nonresident aliens are taxed on their income from domestic sources 
only*? the determination when dividends are deemed paid from such 
sources must be taken into account. Accordingly, the nonresident alien 
may be a stockholder (1) in a domestic corporation deriving (a) 20 per cent 
or more of its gross income from domestic sources, or (b) less than 20 per 
cent of its gross income from domestic sources ; (2) in a foreign corporation 
deriving (a) 50 per cent or more of its gross income from domestic sources, or 
(b) less than 50 per cent from domestic sources."* In each of these alternatives 
the percentage is not computed on the basis of the gross income in the 
taxable year but on the basis of gross income “for the three-year period 
ending with the close of [the] taxable year preceding the declaration of 
such dividends (or for such part of such period as the corporation has 
been in existence).” For the sake of brevity this period will be hereinafter 
referred to as the statutory period. 

Porto Rico Coal Co. v. Commissioner*® is authority that a foreign corpora- 
tion will qualify as a personal holding company if during the taxable year 
80 per cent of its income from domestic sources constitutes personal holding 
company income. The percentage of gross income from non-domestic 
sources is irrelevant, so is the suffering of an over-all loss. The dividends paid 
to the stockholders will be subject to taxation only if 50 per cent or more of the 
gross income during the statutory period is derived from domestic sources. 
Thus, the test for characterization of income as personal holding company 
income and the test for taxation of a dividend are not correlated. Since 
only the taxable year is taken into account for determining personal holding 
company income, a foreign operating company may become a personal 
holding company in any one year. If the greater part of its gross income 
during the statutory period has been derived from foreign sources, any 
distribution of dividends will not be taxable to nonresident alien stock- 
holders. The Regulations exclude such corporation from the concept of 
personal holding company if all the stockholders during the last half of the 
taxable year are nonresident aliens.?° If only one of the stockholders is a 
citizen or a resident alien, an unwary taxpayer may be “trapped into liability 
for the prohibitively high surtaxes imposed by section 500.”?% 

A departure from systematic exposition will simplify the demonstration 
that a foreign corporation, otherwise a personal holding company, does 
not necessarily—as intimated by the quotation—become subject to the surtax 
because some of its income is personal holding company income from 
domestic sources. Indeed, under one set of facts, at least, distribution of 


ATTR.C. $§ 211, 212. 
18]. R.C. § 119 (a) (2). 
19126 F. (2d) 212 (C.C.A. 2d, 1942). 
20 Reg. 111, Sec. 29.500-1. 

21 Note (1946) 1 Tax L. Rev. 218, 221. 
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an appropriate amount of income eliminates the surtax completely. This 
appears to follow without deeper analysis, from provisions of the Code 
properly correlated. 

The surtax is imposed upon Subchapter A net income. The most 
important item reducing such income is the dividends paid credit provided 
by section 27 of the Internal Revenue Code, and more particularly the 
basic surtax credit.2* The basic surtax credit depends mainly upon the 
sum of the dividends paid during the taxable year. The dividends paid by 
a foreign corporation to a nonresident alien shareholder are fully taxable 
if the corporation in the statutory period derived 50 per cent or more of its 
income from domestic sources.?* The tax is levied upon an amount which 
bears “the same ratio to such dividends as the gross income of the corpora- 
tion for such period derived from sources within the United States bears 
to its gross income from all sources.” Since only income from domestic 
sources enters into the computation of Subchapter A net income,‘ only 
a corresponding ratable part of the total income need be offset by the 
dividends paid credit. This is shown by the following illustration: Foreign 
corporation A, a personal holding company not engaged in trade or business 
in the United States, derived in the statutory period 70 per cent of its gross 
income from domestic sources.?° In the taxable year, its gross income 
from all sources amounted to $100,000, its income from domestic sources 
to $70,000. None of the deductions in the amount of $10,000 can be 
allocated to some item or class of gross income; they are, therefore, to be 
apportioned between domestic and foreign income.?* The net income of 
the corporation is consequently $90,000?" of which $63,000 constitutes net 
income from domestic sources. No other deductions are available here to 
reduce Subchapter A net income. If the corporation distributes a dividend 
of $90,000, 7/10ths of it, $63,000, will be a dividend from domestic sources 
and fully taxable to the nonresident alien stockholders. The corporation 
will, therefore, have a dividends paid credit sufficient to eliminate its 
Subchapter A income. 

If the percentage of domestic income within the statutory period is 
higher than the percentage of the taxable year (e.g., 80 per cent), the dividends 
distributed to the stockholders will be taxable to an extent higher than 
necessary to eliminate Subchapter A net income. If, on the other hand, 
the percentage is less (¢.g., 60 per cent), the dividends distributed in the taxable 


22T.R.C. § 27 (b) (1); § 504 (a). 

287. R.C. §§ 211, 119 (a) (2) (B). 

24 Reg. 111, Sec. 29.505-1 ; Porto Rico Coal Co. v. Comm’r, 126 F. (2d) 212 (C.C.A. 2d, 
1942). 

25The writer is indebted to Prof. Rudick for calling attention to an error that had 
occurred in formulating this illustration. 

261. R.C. § 119 (b). 

27 Assuming that no federal or state taxes have to be paid; the taxes in effect operate 
like any other deduction. I.R.C, § 505 (a). 
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year will be taxable to an extent inadequate for that purpose.”* Such latter 
instance is akin to the case, discussed below, in which the dividends are 
not taxable to the nonresident alien. 

Professor Rudick is thus correct in stating that a foreign corporation 
“which receives any foreign income cannot pay a dividend to a nonresident 
alien which is fully taxable”, but it does not follow that “it perforce 
becomes subject to the surtax.”?® Under certain sets of facts, as just 
explained, the route for escaping the surtax is open to the foreign corporation 
under conditions similar to those available to a domestic corporation: it 
has to declare an appropriate amount of dividends. That a foreign corpora- 
tion is more likely to remain ignorant of its status as a personal holding 
company presents another aspect of the problem, not relevant at this point. 

The above discussion disposes of alternative 2 (a) supra. Dividends 
declared by a domestic corporation deriving 20 per cent or more of its income 
from domestic sources are fully taxable to a nonresident alien and a full 
dividends paid credit will be available to the corporation. Hence alternative 
1 (a) raises no particular difficulties. 

This leaves only two situations open for further consideration. They are 
alternatives 1 (b) and 2 (b) supra, the latter likely to be the typical case: 
that is a foreign corporation which derives less than 50 per cent of its total 
income during the statutory period from domestic sources, but enough 
in the taxable year to qualify as a personal holding company. Is it self- 
evident that such a corporation cannot enjoy the benefits of the dividends 
paid credit? In the case now under consideration dividends paid to a non- 
resident alien will not be taxable, even though dividends paid in the same 
distribution to a citizen or resident alien will be taxed. If the aggregate 
amount distributed by the corporation must under all circumstances be 
equal to the aggregate amount taxed in the hands of their recipients, the 
corporation obviously cannot get a full dividends paid credit. If it need 
not be equal, there is nothing in the statute which denies the credit. Indeed, 
neither section 27 (a) nor section 27 (b) requires that the dividend be 
taxable in the hands of the stockholders to constitute a dividends paid 
credit. It must be a dividend, that is a distribution of the kind defined in 
section 115 (a),°° and potentially taxable, not tax exempt under the 
Constitution or the statute. If there be an additional requirement to the 
effect that a tax be levied in fact upon the distribution, such requirement 
must be found in section 27 (i).8* The answer hinges upon the proper 


28 See note 44 infra. 

29 Note (1946) 1 Tax L. Rev. at 221. 

30See 1 Mertens 460, 7 Mertens 153, footnote 24; Cf. Pembroke Realty Corporation v. 
Comm’r, 122 F. (2d) 252 (C.C.A. 2d, 1941). 

81SEC. 27. CORPORATION DIVIDENDS PAID CREDIT. 

(i) NONTAXABLE DISTRIBUTIONS.—If any part of a distribution (including 
stock dividends and stock rights) is not a taxable dividend in the hands of such of the 
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construction of that section. Professor Rudick asserts that. “the reference 
to shareholder subject to taxation is intended to permit a deduction for 
dividends paid to organizations exempt from tax under I.R.C., § 101.”%? 
Section 101 enumerates the classes of corporations exempt from taxation. 
However, restricting the exception to corporations enumerated in Section 
101 is clearly too narrow a construction. If the dividends are not taxable to 
a stockholder because his income does not exceed the exemptions to which 
he is entitled, the dividends paid credit is still available to the corporation. 
Similarly, it will not be denied because only 15 per cent of the dividends paid 
are taxable because all of the stockholders are corporations.** 

Section 27 (i) excludes from the computation of the basic surtax credit 
a distribution, if it “is not a taxable dividend in the hands of such of the 
shareholders as are subject to taxation under this chapter.” If a shareholder 
is not subject to taxation under Chapter 1 of the Revenue Code (sections 
1 to 499), section 27 (i) has no application. The Regulations interpret 
section 27 (i) to mean: 


The effect of section 27 (h) and (i) is that no allowance for dividends 
paid may be included in the basic surtax credit with respect to any distribu- 
tion unless each of the shareholders of that class, who are subject to taxation 
under chapter 1 for the period in which the distribution is made, receives 
a taxable dividend as a result of the distribution.** 


The emphasis is obviously on the phrase “that class.” The distinction seems 
clear enough: if the freedom from tax is traced to the person of the 
recipient, the basic surtax credit is available. If it is due to the source of 
distribution, no basic surtax credit may be included in the dividends paid 
credit. Section 27 (i) under this interpretation does not impose a more 
stringent condition than Section 115 (a), but serves notice that the tax 
definition of dividend, not the corporate meaning, governs. The Regulations, 
although imperfectly drafted,** follow the same pattern. No allowance 
for dividends paid is permitted if the distribution is not made out of 
earnings or profits (accumulated after February 28, 1913, or of the taxable 
year), or if the distribution consists of stock dividends or stock rights 
constitutionally tax exempt. All these distributions are not “dividends” 
taxwise, because not within the definition given by Section 115 (a).°* The 


shareholders as are subject to taxation under this chapter for the period in which the 
distribution is made, such part shall not be included in computing the basic surtax 
credit. 

321 Tax L. Rev. at 220, footnote 20. 

88Cf, ILR.C. § 503 (a) (1). See Montcomery, Feperat. TAXES ON CORPORATIONS 
(1944) 735. 

84Reg. 111, Sec. 29.27 (i). 

35The Regulations omit a distribution made out of Subchapter A net income which 
is included in the definition of “dividend” in Section 115 (a), since the Revenue Act 
of 1942, § 186 (a), (with a technical amendment by § 512 of the Revenue Act of 1943) 
even if not made out of earnings or profits. 

36Cf. Mertens loc. cit. supra, note 30. 
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tax immunity flows from the source of the distribution, it attaches to the 
res, without regard to the person of the recipient. 

If a distribution is made in the type of case now under consideration to a 
citizen or resident alien, it will be fully taxable. If made to a nonresident 
alien, it is not taxable. If some of the stockholders of a corporation are 
citizens or resident aliens, and some nonresident aliens, the same distribution 
will be partly taxable and partly non-taxable. There is no ascertainable 
distinction between this case and the case in which one of the stockholders is 
a tax-exempt corporation or, being an individual, has an income lower than 
his personal exemptions. If the credit available to the corporation is un- 
affected in the latter case it must be so in the former, unless there is 
introduced a distinction without a difference. 

The point becomes still clearer by taking as an illustration, perhaps with 
a touch of over-emphasis. Application of Section 27 (i) is not confined to 
the basic surtax credit entering into the computation of the dividends 
paid credit available to personal holding companies. The same credit enters 
into the computation of the surtax upon improper accumulation of surplus 
and the normal tax and the surtax on regulated investment companies.*’ 
The Revenue Act of 1945 extended the personal exemptions available 
to individuals for surtax purposes to the computation of the normal tax.** 
Therefore, the tax-exempt income varies with the number of dependents 
that can be claimed by the taxpayer. It is difficult to understand why the 
basic surtax credit should vary in the same ratio. Consequently the sensible 
interpretation appears to be that the tax status of the individual does not 
affect the credit. If this be conceded, then the tax status of the corporation 
cannot depend upon whether some or all of the shareholders are taxable 
as to the dividends and by the same token whether they are nonresident 
aliens and therefore not subject to tax under the contingencies stated in 
section 119 (a) (2) (B). In all these cases the stockholders are not 
“subject to taxation under this chapter.’’*® 

The authorities present a somewhat more involved picture, since many 
cases can be understood only by taking into account the various technical 
deficiencies in the statute which were gradually eliminated by amendment. 
In some of the cases there are broad statements that the distribution must be 
taxable to entitle to a basic surtax credit and to a dividends paid credit. 
“The statute contains a corrolary, namely, credit to the corporation and tax 
to the stockholders, no tax to the stockholder, no credit to the corporation” ,*° 
is a typical statement. However, under closer scrutiny it becomes apparent 


37..R.C. $8 102 (d) (2), 335, 362 (b); see 7 Mertens, § 39.14. 

38 Section 102 amending I.R.C. § 25 (b). 

39T.R.C. § 27 (i). 

49Reed Drug Co. v. Comm’r, 130 F. (2d) 288, 289 (C.C.A. 6th, 1942). See for 
similar statements: The Alfredo Co., 46 B.T.A. 1157 (1942) ; Gaston & Co., 39 B.T.A. 
640, 642 (1939); Foley Securities Corp., 38 B.T.A. 1036, 1037 (1938); aff'd 106 F. 
(2d) 731 (C.C.A. 8th, 1939) ; compare 7 Mertens 152 with 170. 














1946] DISSENTS AND CONCURRENCES 447 


that such statements do not stand for the proposition of law which they 
enunciate if torn out of their setting. In all cases the distribution which did 
not qualify as a dividend for the purpose of the basic surtax credit was 
not taxable under the applicable statutes irrespective of the status of the 
stockholders. The cases can be lined up in several groups: (1) distribution 
in tax-free reorganizations ;*1 (2) distribution not a “dividend” because not 
a distribution of the kind defined in section 115 (a) as it stood at the 
pertinent time ;*? (3) distribution in kind with high basis to the corporation 
but low value at the time of distribution.** 

The terms of the statute and of the Regulations, and the authorities 
suggest that the basic surtax credit is not denied unless the distribution 
per se is of a non-taxable character, i.e., cannot be taxed under the statute . 
on account of the source from which the distribution was made. Otherwise 
a personal holding company, domestic or foreign, can avoid the surtax if it 
distributes a sufficient amount of its income. The distinction into four 
types made supra becomes unnecessary, except for computing the amount 
of income to be distributed.** 

The view here taken confessedly leads to some paradoxical results: if the 
distributing corporation is a domestic corporation deriving less than 20 per 
centum of its total gross income within the statutory period from domestic 
sources, or if it is a foreign corporation deriving in the same period less 
than 50 per centum of its total gross income from domestic sources, a 
distribution of dividends to the alien results in no revenue to the Treasury. 
If some stockholders are resident aliens or citizens, the high individual 
surtax rates become applicable to them, and the Treasury collects some 
additional revenue; but if all stockholders are nonresident aliens, the 
distribution of the dividends does not benefit the fisc. This was, in substance, 
the argument of the taxpayer in the Fides case*® where it unsuccessfully 
urged that it did not come within the evil aimed at by the statute, since a 
distribution would not be taxable to the stockholders in any event. The 
court refused to legislate.** If the position here taken is correct, Fides, A.G. 


41 FE.g., Reed Drug Co. v. Comm’r, 130 F. (2d) 288 (C.C.A. 6th, 1942) ; Skenandoa 
Rayon Corp. v. Comm’r, 122 F. (2d) 268 (C.C.A. 2d, 1941), cert. denied 314 U.S. 696 
(1941) ; Humphreys Mfg. Co., 45 B.T.A. 114 (1941). 

4#2For instance because the earnings or profits were reduced by a capital loss or an 
operating loss. Foley Securities Corp. v. Comm’r, 106 F. (2d) 731 (C.C.A. 8th, 1939), 
aff'd 38 B.T.A. 1036 (1938); Brooklyn National Corp., 5 T.C. 892 (1945); Morris 
Investment Corp. 5 T.C. 583 (1945); cf. Pembroke Realty Corp. v. Comm’r, 122 F. 
(2d) 252 (C.C.A. 2d, 1941); Silverson, The “Dividends” Paid Credit and Personal 
Holding Companies (1941) 19 Taxes 525, 531. 

*3The Alfredo Company, 46 B.T.A. 1157 (1942). 

*41f the percentage of domestic income in the statutory period is lower than in the 
taxable year, the stockholders are taxable only on such lower percentage and under the 
view submitted in the text that is all that is required by section 27 (i) for obtaining 
the necessary basic surtax credit, provided adequate distribution is otherwise made. 

45 Supra, note 6. 

46137 F. (2d) 731, 734 (C.C.A. 4th, 1943). 
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could have escaped the tax by declaring a dividend sufficient to eliminate 
its Subchapter A net income; and under the present law after the decision 
of the Tax Court had become final it could have used the provisions per- 
mitting declaration of deficiency dividends and obtained full relief.‘7 In 
many cases the threat of the surtax will not serve the purpose which it was 
designed to fulfill, That may be a necessary consequence if the statute is 
to serve its purpose in other instances, at least as long as an amendment does 
not correct the fortuitous effects of the general rule. But there is no 
reason for giving the existing law an interpretation which is harsh and 
not unmistakably founded in its terms. 

Even under the position taken here a foreign corporation which accident- 
ally becomes a personal holding company remains exposed to many hazards: 
the necessity of declaring dividends in an appropriate amount and of timely 
returns may easily “trap” a foreign corporation ignorant of the laws into a 
high surtax aggravated by the disallowance of deductions** and possible 
additions to the tax.*® How the problems can and should be solved in the 
most equitable way is another matter, beyond the scope of this comment. 
However, it is highly questionable whether the revenue to be derived from 
a higher rate of taxation on investment income received by foreign corpora- 
tions, as proposed by Professor Rudick,®® warrants an inroad upon the 
principle of equal treatment of foreign and domestic taxpayers similarly 
situated. Already the attempt to tax foreign stockholders of a foreign 
corporation is a feature of the Code, the validity and wisdom of which 
are doubtful.5 The proposal made to extend expressly the exceptions from 
the surtax seems by far preferable. 

—Marcet W. SINGER 


REPLY 


Mr. Singer suggests that section 27 (i) which excludes from the compu- 
tation of the basic surtax credit a distribution which “is not a taxable 
dividend in the hands of such of the shareholders as are subject to taxation 
under this chapter” is not applicable to dividends in the hands of nonresident 
alien stockholders on the theory that such stockholders are not within the 
meaning of the phrase “shareholders as are subject to taxation.” In a 


47™7.R.C. § 506; Reg. 111, Sec. 29.506. 

48 Reg. 111, Sec. 29.505-1. 

49T R.C., $$ 291, 508. 

501 Tax L. Rev. at 225. 

51 Frank W. Ross, 44 B.T.A. 1 (1941), and dissenting opinion at 12, vacated upon 
stipulation 1943 CCH Fed. Tax Service, J 9686 (C.C.A. 4th, 1943), Lord Forres, 25 
B.T.A. 154 (1932) ; see Art. XIII of the Tax Convention with Canada of March 4, 1942; 
56 Stat. 1399, 1403 (1942). 
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previous note,’ the writer had concluded that the reference to shareholders 
subject to taxation was inserted in the statute to permit a deduction for 
dividends paid to organizations exempt from tax under I.R.C. section 101. 
This is criticized as too narrow a construction and the criticism relies in 
part upon certain language contained in the regulations.? However, it 
should be noted that the example in the regulations which illustrates the 
application of section 27 (i) confines itself to the case of an educational 
corporation exempt from income tax under section 101. Moreover, the 
legislative history of section 27 (i)* indicates that the only specific exception 
to the application of 27 (i) is in the case of dividends paid to corporations 
which are exempt from the income tax. In view of the express language of 
the statute and the decisions of the courts in construing other provisions of 
the Code affecting nonresident aliens,* it is believed that section 27 (i) 
will be held to be applicable to prevent a dividends paid credit for distribu- 
tions to nonresident alien stockholders which are not taxable in their 
hands. 

—Harry J. Rupick 


1Note (1946) 1 Tax L. Rev. 218, 220, n. 20. 

2 Reg. 111, Sec. 29.27 (i)-1. 

Section 27 (h) of the Revenue Act of 1936; see Ways and Means Committee 
Report (74th Cong., 2d Sess. H. Rep. 2475, p. 11). 

*Cf. Porto Rico Coal Co. v. Comm’r, 126 F. (2d) 212 (C.C.A. 2d, 1942), aff’g 44 
B.T.A. 221; Fides, A.G. v. Comm’r, 137 F. (2d) 731 (C.C.A. 4th, 1943), affg 47 B.T.A. 
280, cert. denied 320 U.S. 816. 














Notes 


Husband-and-Wife Partnerships. When a man who has been actively 
conducting a business takes steps to give his wife the position of a partner 
in it, the question is presented whether the partnership income is thereafter 
to be taxed partly to the wife and partly to the husband. The Government 
would usually get more tax by treating all the income as the husband’s— 
assuming that separate returns are filed—and the federal tax authorities 
have in a great many cases sought to maintain that treatment. 

The question arises in almost unlimited variations. Sometimes the agreed 
ratio of income-division between husband and wife bears a reasonable rela- 
tion to what each contributes in the way of capital or of services or of 
reputation or of credit, sometimes not. Sometimes the income of the 
business comes mainly from capital, sometimes mainly from personal services. 
Sometimes the wife has contributed to the partnership money or other 
property which had just been transferred to her by the husband, sometimes 
the property contributed by her did not come from her husband at all. In 
some cases the main doubt is as to whether a preliminary transfer was real 
or only colorable, in other cases the main doubt is as to the actuality of 
the partnership relation itself. These are only a few of the ways in which 
situations differ from each other. 

A very large number of such cases have been litigated. In about half of 
them the Government has succeeded. Even well-qualified lawyers have 
had great difficulty in predicting the result in such litigated cases. Inevitably 
there is a degree of uncertainty wherever a court’s judgment has to be 
applied to complicated facts, but in this field there has been a more important 
cause of uncertainty—that is, fundamentally divergent attitudes of individual 
judges. 

Questions such as the following have brought out the contrasting attitudes 
just mentioned. How much and what kind of evidence is necessary to 
justify the conclusion that a sham is involved? In cases where no sham at 
all is involved, may there be circumstances which justify the administrative 
authorities in continuing to tax all the income to the husband? If it is 
clear that the transactions are binding on the parties under applicable local 
law, how far is this controlling as to taxing the income? 

The opinions in Commissioner v. Tower? and in Lusthaus v. Com- 


1See Paul, Partnerships in Tax Avoidance (1945) 13 Geo. Wasu. L. Rev. 121; 
Simons, Family Partnerships (1945) 23 Taxes 894; Veron, Taxation of Family 
Partnerships (1945) 59 Harv. L. Rev. 209. 

200 L. ed. (Adv. Ops.) 559 (1946). Briefly the facts were that a husband, in order 
to reduce taxes, gave to his wife part of the stock in a corporation which was engaged 
in a manufacturing and selling business and which the husband had managed and 
controlled for ten years or more. This was done on the understanding that the 
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missioner,’ two cases recently decided on the same day by the Supreme Court, 
tend to remove at least some of the existing confusion. Each of these 
decisions affirmed a Tax Court judgment holding the husband taxable on 
partnership income ascribed to the wife, as well as on his own share. Both 
cases were concerned with businesses which needed substantial investment 
of capital, as distinguished from personal service businesses. A dissenting 
opinion and a concurring opinion indicate that various aspects of the problem 
were carefully explored. 


APPLICATION TO SELECTED Fact-SITUATIONS 


Some typical fact-situations on which these Supreme Court cases will 
have a bearing are discussed below. 

(1) Where the fact-picture indicates that the husband and wife were deal- 
ing as people usually deal when they are not closely related,—at arm’s length. 
The partnership in such cases of clear arm’s length dealing is fully recognized 
for income tax purposes, even though the transactions have been entered 
upon to reduce taxes. Thus, suppose a case in which the wife’s contribution 
of capital was not derived from her husband, and the agreed division of 
partnership income aptly reflects the contribution of capital and the contribu- 
tion of current services made by each,—suppose also that the wife’s share is 
actually received by her from time to time and is spent in ways which indicate 
it is hers to spend as she pleases. The husband is not taxable on the wife’s 
share in such a case. 


corporation would be liquidated and that the wife would join with the other stock- 
holders in contributing the assets so received to a partnership which would carry on 
the business. Three days after the gift, the wife made the agreed contribution of the 
assets she had received in liquidation. She became a limited partner in the new 
partnership, which continued the business under her husband’s control and direction. 
She took no part in its business. So far as appeared, the part of her share which she 
actually spent was used to buy what a husband usually buys for his wife. The husband 
paid a gift tax on the gift of stock to his wife. 

300 L. ed. (Adv. Ops.) 567 (1946). In this case a husband had been operating a 
furniture business, and had been receiving some uncompensated aid from his wife when- 
ever needed. To lessen income tax, the husband purported to sell to his wife, for about 
$105,000, an undivided half interest. At about the same time husband and wife 
executed a partnership agreement under which they were to share equally in profits 
or losses. Neither partner’s interest was assignable without the other’s written consent, 
and no withdrawals of profits were to be made unless both parties agreed. The wife 
received a gift of $50,000 from her husband, and then paid it to him with a small 
addition, receiving credit on the purchase price, the unpaid balance of which she’ 
evidenced by giving her husband notes, with the understanding that they were to be 
paid from her share of partnership profits. Of the $50,000 which he gave his wife, 
the husband borrowed $25,000 from a bank, paying off this loan soon thereafter when 
his wife paid back the $50,000 on account of the purchase price. The husband reported 
his gift in a gift tax return. After these transactions the wife continued to help out in 
the stores when needed, just as she had always done, the husband retaining full 
control and management. 


4 
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The opinion of the Court in the Tower case states that if a wife “either 
invests capital originating with her or substantially contributes to the control 
and management of the business, or otherwise performs vital additional 
services, or does all of these things she may be a partner” within the 
definitions of Sections 181 and 182 of the Internal Revenue Code,‘ and it 
cites a Tax Court decision® to the effect that under such circumstances the 
wife’s sharing of the partnership income is taxable to her. The opinion in 
the Tower case adds that a wife may even be a limited partner with her 
husband.*® 

The same opinion further says that the courts have to meet the question 
in each of these cases “whether the partners really and truly intended” 
the partnership relation, and it adds that “their intention . . . is a question of 
fact, to be determined from testimony disclosed by their ‘agreement con- 
sidered as a whole, and by their conduct in execution of its provisions.’ ’’’ 

The Court is here facing the fact that a husband and wife who intend to 
execute a written partnership agreement may or may not intend to give 
full effect, in conducting their affairs, to what they are signing. Only if 
they do so intend is it real. 

In the same way, even if a stockholder assigns his shares and has them 
issued in a “street name”, the stock may remain his no matter how perfectly 
the record title has been shifted to another person. A husband can put a 
partnership interest in his wife’s name and still remain the real owner, 
just as he could place the title of real estate or of corporate stock in her 
name and still remain the beneficial owner. If a claimed relationship is 
really a sham, there is nothing the parties can say or put on paper that will 
make it real. If unreal, it cannot avail to relieve the husband of being taxed 
on the share that goes to the wife.® 

The tax-saving motive does not make a partnership unreal, but may, as 
the Court says,® lend further strength to an inference of unreality based on 


400 L. ed. (Adv. Ops.) at 565 (1946). 

5 George A. Croft, T. C. Dkt. 1432, CCH Dec. 14,177 (M), (October 11, 1944). 

690 L. ed. (Adv. Ops.) at 565. 

T]d. at 563. If the parties did not intend a real partnership, the wife’s share is, as 
here indicated, taxable to the husband; if they did intend a real partnership, her share 
might still be taxable to him, as later explained in this note, under principles illustrated 
in Lucas v. Earl, 281 U.S. 111 (1930), Helvering v. Clifford, 309 U.S. 331 (1940). 

8In ignoring sham partnerships, the courts are applying the same principles which 
they have followed in ignoring other sham transactons between husband and wife. For 
instance, in Mitchell v. Commissioner, 89 F. (2d) 873 (C.C.A. 2d, 1937), cert. denied 
302 U.S. 723 (1937), it was held that a loss claimed on a sale to the taxpayer’s wife was 
not deductible because the sales transaction was a sham, and the taxpayer was held 
liable not only for a deficiency but for a 50 per cent fraud penalty. See Helvering v. 
Mitchell, 303 U.S. 391 (1938). 
°90 L. ed. (Adv. Ops.) at 564. 
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other circumstances.’ Thus, although the text of the articles entered into 
by the parties may satisfy every definition of the word “partnership”, the 
relation may still be merely nominal. The husband has a right to decrease 
his taxes by whatever means the law permits, but when there is an issue 
as to the reality of any of the relationships involved, everything he does 
or fails to do becomes relevant. 

If the wife’s capital contribution to a partnership consists of property 
given to her contemporaneously by her husband partner, does this circum- 
stance alone render the husband taxable on the wife’s share? On principle, 
no, but the husband is not likely to escape being so taxed unless on an 
investigation of all the facts, including the conduct of the parties, it appears 
that both the gift and the partnership are not merely in sound legal form but 
are real from every viewpoint. 

(2) Where the dealings of the parties have been substantially out of line 
with ordinary arm’s-length dealings. 

(a) Where the partnership contract is valid and enforceable, but the 
effect is merely to give the wife a contractual right to a share in the partner- 
ship earnings which were produced with no help from her and which are 
really the fruit of the husband’s abilities and activities. For example, suppose 
the business is one which needs no substantial investment because it consists 
of executing Government contracts on a cost-plus basis, the Government 
furnishing all the capital. If what the Government is really paying for is 
the skill in management and the technical knowledge which the husband 
possesses, and there is nothing that the wife can contribute toward the 
success of the business, any amount distributable to her under the agreement 
from the partnership profits remains taxable to him.’ As the Court points 
out in the Tower opinion, there was involved in Lucas v. Earl’? a contract, 
assumed to be valid under the applicable California law, to the effect that 
the wife was to become the owner of one half the husband’s earnings, yet 
the holding was that the husband continued to be taxable on all the income. 
The point was that Congress intends that an individual shall be taxed on 
the fruits of his own activities, and this intention cannot be thwarted by 
any contractual commitments, however binding, which the taxpayer may 
have made with reference to the income in question.’* It is under an 

10This motive, which has a practical bearing in determining whether a transaction 
is real, may nevertheless be a “legally neutral” fact in other situations,—for instance, 
in applying the reorganization exchange provisions of § 112, IL.R.C. See Chisholm v. 
Commissioner, 79 F. (2d) 14, 15 (C.C.A. 2d, 1935); Bazley v. Commissioner, 464 
CCH { 9135, (C.C.A. 3d, Jan. 8, 1946). Compare, in relation to gifts in contemplation 
of death, Allen v. Trust Company of Georgia, 326 U.S. ——, 90 L. ed. (Adv. 
Ops.) 305 (1946). 

11Cf,. H. G. Whittenberg, Sr., T.C. Dkt. 2778, CCH Dec. 14,125 (M), (Sept. 13, 1944) 
and cases cited. 

12281 U.S. 111 (1930). 

18The majority opinion in the Tower case says, “To decide who worked for, 
otherwise created or controlled the income, all steps in the process of earning the profits 
must be taken into consideration.” 90 L. ed. (Adv. Ops.) at 565. 
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extention of that decision that the husband is taxable on all the income in 
such cases as the one stated in the preceding paragraph."* 

(b) Where the partnership is valid and enforceable and, further, there is 
no concealed assignment of income such as is illustrated in the preceding 
paragraph, but the evidence shows that the husband exercises such control 
and domination that he is just where he was before the partnership was 
established,—that is, in complete actual control of the business and of the 
income from it. The Court’s opinion in the Tower case, citing Helvering v. 
Horst,® Harrison v. Schaffner,° and Helvering v. Clifford," suggests that 
the existence of continuing actual domination by the husband, so that “income 
produced by the husband’s efforts continues to be used for the same business 
and family purposes as before the partnership,” may be regarded as suffi- 
cient reason for continuing to tax all the income to the husband.'* In the 
Clifford case just cited, the express terms of an instrument were such that 
it could well be termed a conveyance with strings to it. Similar strings may 
have the same legal result if proved by conduct of the parties instead of by 
express inclusion in a document. It will be remembered, however, that there 
were facts in the Tower case which the Court held sufficient to decide the 
case on another ground,—that the partnership there involved was not a real 
one; the wife received a portion of the income “only by reason of her 
marital relationship.” 

(c) Where, in extreme contrast with the arm’s-length relationships de- 
scribed in paragraph 1 above, the wife’s title to the property contributed by 
her was merely a dummy title which she held for her husband’s benefit, 
and where, in addition, the purported partnership relation itself was a sham. 
All judges would probably agree that in such a case the partnership may be 
disregarded for tax purposes, but judges have differed widely as to the kind 
of evidence required to show that such conditions exist. It is important to 
notice that two Supreme Court Justices, after studying the comparatively 
short printed record in the Lusthaus case, considered there was “no ev- 
idence” ?® to support a finding that the partnership was mot real, while six 
Justices, on the same record, considered there was evidence to support such 
a finding.?° The basic difference seems to be that the minority were inclined 


14Cf, Burnet v. Leininger, 285 U.S. 136 (1932). 

15311 U.S. 112 (1940). 

16 312 U.S. 579 (1941). 

17309 U.S. 331 (1940). The Tower opinion cites this case as holding among other 
things that the purpose of § 22 (a) of the Internal Revenue Code was “to tax all 
income against the person who controlled its distribution.” 90 L. ed. (Adv. Ops.) at 
564. 

18 The opinion of the Court also says, “The question here is not simply who actually 
owned a share of the capital attributed to the wife on the partnership books.” Jd. at 565. 

197d. at 572. 

20The concurring opinion filed in the Tower case and reported at 90 L. ed. (Adv. 
Ops.) 566, takes the position that the taxpayer in each of these cases was liable as a 
matter of law on the facts as shown, and that the Tax Court was not free to come to 
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to emphasize the written documents and the express commitments, while the 
majority were impressed by facts of a circumstantial character, such as the 
absence of any business motive except tax saving, the wife’s very slight 
contribution of services to the firm as compared with her husband’s 
important activities, and the lack of such changes in the conduct of the 
business or the spending of its profits as would have been normal if the 
transfer had been real and the establishment of the partnership had been real. 
Other facts which the minority felt were negligible but the majority relied 
on were that the petitioner retained full control of management and that he 
filed social security tax returns as owner. The majority, also, evidently 
gave more weight than the minority to the peculiarly close relation which 
commonly exists between husband and wife. 

(d) Where the business is one requiring investment of capital, and the 
wife has made an appropriate contribution of capital from her own funds, 
but the wife’s distributive share of the partnership profits is nevertheless 
obviously excessive. Thus, suppose husband and wife have agreed to share 
income equally in a manufacturing partnership, the wife furnishing half the 
needed capital from her independent means, but being incapable of furnishing 
services or anything else to match the highly productive activities of her 
husband, who is paid no salary. Such an imbalance would hardly be tolerated 
between partners dealing at arm’s length and suggests an element of unreality. 
A logical solution would be to tax to the husband all the partnership income 
except that portion properly allocable to the property which the wife 
contributed ; such allocation, of course, would present difficulties. At present 
it can only be said that the extent to which such a partnership contract will 
be disregarded is uncertain.”* 

It is important, however, to notice that the terms of arm’s-length partner- 
ships are often founded on considerations unrelated to capital contribution 


any conclusion but that the husband was taxable on the wife’s share. Compare the 
concurring and dissenting opinion of the same Justice in Kelley Co. v. Commissioner, 
90 L. ed. (Adv. Ops.) 257, 262 (1946), calling attention to the unsatisfactory situation 
arising when two Tax Court divisions have arrived at different conclusions on sub- 
stantially identical facts. 

21In Humphreys v. Commissioner, 88 F. (2d) 430 (C.C.A. 2d, 1937), a case in 
which the two active partners had included their wives in the partnership, the partner- 
ship division of profits was upheld in a case where the wives did no work, but had 
furnished the original capital; a similar case might now be differently decided. The 
dissenting opinion in the Lusthaus case says, “. . . as we read the Court’s opinion, 
it decides that a wife may not become a partner of her husband for federal income 
tax purposes, if the husband gives to her, directly or indirectly, the capital to finance 
her part of the partnership investment unless she also substantially participates in the 
management of the business or otherwise performs vital additional services. This 
conclusion we think is erroneous.” 90 L. ed. (Adv. Ops.) at 570. One does not feel 
sure that the majority of the Court made the error here attributed to it. In the special 
setting of each of the two cases before the Court, the failure of the wife to perform 
substantial services was considered, with other circumstances, and it was concluded 
that the partnership was unreal. The majority does not undertake to say in advance 
what evidence must be treated as decisive in cases presenting different fact pictures. 
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or to the actual performance of services. A wife’s specified distributive 
share might be fully justified, judged by arm’s-length standards, if the 
partnership fortunes have been sufficiently advanced merely by reason of 
her high credit standing, or the weight which her name might carry in 
promoting the business of the firm. Imbalances would be material only 
when they cannot be explained by any of the considerations, tangible or 
intangible, which commonly influence business transactions. 


OTHER TYPES OF FAMILY PARTNERSHIPS 


The husband-and-wife cases discussed in this note should not be precisely 
aligned with the parent-and-child cases, with which they have been commonly 
grouped as “family partnership” cases. It is of course true that a parent 
sometimes uses his child as a business dummy”? or transfers property to his 
child “with strings attached”. But such instances are not common and 
widespread, and the same intensity of scrutiny which is appropriate in 
husband-and-wife partnerships has never been needed in the parent-and-child 
cases. 

SUMMARY 


The most important conclusions to be drawn from these two Supreme 
Court decisions seem to be as follows. (1) The husband remains taxable on 
the wife’s share under the Lucas v. Earl principle if her share can be 
identified as having been earned by the husband’s personal efforts; this is 
true even though all the transactions are bona fide and even though, under 
state law, they gave the wife valid rights to her indicated share. (2) The 
husband may also remain taxable on the wife’s share, notwithstanding 
transactions leading to a wholly valid partnership, if his actual domination 
of the management, of the time and amount of distributions, and of the use 
the wife makes of distributions received by her brings the case under what 
has been called the principle of Helvering v. Clifford. (3) Shams of any 
kind will be disregarded when to do so is in the Government’s interest. 
(4) In determining whether a case is affected by any of the preceding 
propositions, the existence of the marital relation makes necessary a 
scrutiny of all the surrounding facts, including the conduct of the parties,— 
whether or not such facts are in accord with the formal transfers or agree- 
ments which may have been entered into. (5) In determining whether a 
purported partnership is real or is a sham, the true intent of the parties, 
even though it proves to be different from their stated intent, is to be 
controlling. (6) In these cases which turn on intent, rules cannot be laid 
down in advance for determining what the intent was nor can the courts 
specify in advance the type of evidence which will be convincing and 
controlling in any such case. To impose such limitations on the deciding 


22Cf. Tinkoff v. Commissioner, 120 F. (2d) 564 (C.C.A. 7th, 1941), where the 
husband first made his wife and then his newly-born son partners in his business of 
accountancy. 
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authority would be to play into the hands of would-be tax evaders. (7) A 
tax-saving motive is not of itself decisive, but may lend support to inferences 
drawn from other circumstances in the case which tend to show that the 
wife was not really a partner. 

The foregoing may indicate that relatively few husband-and-wife partner- 
ships will in future be given full effect for income tax purposes. Even as to 
those few, these rules for determination of the questions involved are 
obviously not simple to apply in practice. Why not, then, enact simpler rules? 
The answer seems to be that simple rules would in a considerable number 
of cases produce undesired and undesirable results. For instance, these and 
many other husband-and-wife complications would disappear if a joint 
return were made compulsory, but it does not seem right that two well- 
to-do people who marry should by their marriage be thrown into higher tax 
brackets. Further, while there are many married people who pool their 
property and their income, it is not true that all of them are willing to do 
this, and a law devised on the assumption that they all do seems sure to 
produce inapt results, including some which are difficult to foresee. 

Suppose in this search for a plan which would not require the detection 
of shams, we go to the other extreme of providing that a married couple may 
add their incomes together, each reporting one half in a separate return— 
much as community income is treated in a so-called community property 
state. If we do this, we shall be giving to married persons a far greater 
tax advantage over single persons than Congress has hitherto thought wise, 
and the consequent loss to revenues involves a corresponding benefit to a 
class that probably needs help least—the richer taxpayers. 

Anyone who is able to propose to Congress a simple way of dealing with 
husband-and-wife income, reasonably satisfactory from the point of view 
both of taxpayers and of the Government, should come forward with it. 

—Rosert N. MILLER 


Relief under Section 722 (b) (4)—Fezandie & Sperrle, Inc. The Tax 
Court, now the “supreme” court on relief provisions,’ recently rendered its 
first decision on the merits of a claim for relief under the provisions of section 
722 of the Internal Revenue Code. On December 10, 1945, it promulgated its 
decision in the case of Fezandie & Sperrle, Inc.? That decision and the recent 
sessions of the Joint Committee on Internal Revenue, at which were heard the 
complaints of taxpayers and their respresentatives,* put our most important 
excess profits tax relief provision in the forefront of the tax news. While 
it is possible that the outcome of such hearings—whether that be amenda- 
tory legislation, a statement by the Joint Committee of Congressional intent, 


1TR.C. § 732 (c). 

75 T.C. No. 144 (1945). 

3 By the time this is printed the Bureau of Internal Revenue will have been heard in 
rebuttal. 
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or a change in administrative policy—may alter the trend indicated by the 
aforementioned decision, nothing like the Fezandie situation appears to have 
been specifically complained of at the hearings. 


IMPORTANCE OF THE DECISION 


Behind the interest in the results of the Fezandie case lies the indicated 
attempt of the Bureau of Internal Revenue to obtain court approval of the 
policy and principles first enunciated in General Counsel Memorandum 
24013. This ruling denied relief to a corporation through the application 
of a constructive income in the determination of which it would be assumed 
that it had used, throughout the base period, certain plant facilities acquired 
or committed for during the last few months of 1939. The facilities were 
acquired specifically to produce war materials for which the corporation 
concerned received orders from foreign governments after the hostilities 
started in Europe. 


CoNSTRUCTING INCOME UNDER SEcTION 722 


In comparing the handling by the Chief Counsel and the Court of the 
question whether relief was allowable, one must have in mind the basic 
approach to the determination of constructive income for the purpose of 
section 722 in the case of a business which has changed in character. The 
income must be constructed or reconstructed to reflect the earning capacity 
of the changed business as it existed on December 31, 1939. In cases 
where the development of a business or the fruition of a change requires 
time, the two-year push-back rule comes into play and the construction of 
income is then based on the earning capacity or level that would have been 
attained by the close of 1939 if the change giving rise to relief had been made 
two years earlier than it was made. This is sometimes called the constructive 
earnings level. It is important to note that it is first necessary to determine 
the earnings level or capacity at the close of 1939, actual or constructive, 
and then to determine the income for the entire base period at that level 
of capacity for earning, subject, however, to the general business conditions 
that prevailed throughout the base period. 

Thus, in the case of additional facilities for the manufacture of articles 
which the taxpayer was producing throughout the base period and selling 
in the same territories in which it operated at the close thereof, it is necessary 
to show that the output of the additional facilities could have been sold 
under business and competitive conditions that actually existed throughout 
the period. On the other hand, when new products, new types of business 
or new territories are involved, it is permissible to use a constructive income 
based on business that could have been obtained if the operation for the 
entire base period had been at the stage of development attained, actually 


41943 Cum. Butt. 794, 
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or constructively, by December 31, 1939. This is so even though the 
products were unheard of or even unthought of at the beginning of the 
base period, so that, obviously, there was no business being done in the 
particular products. To that extent income from business that was non- 
existent, not only in so far as the taxpayer was concerned but also in so 
far as the world was concerned, may be included in the constructive base. 


Anatysis oF G.C.M. 24013 

Mr. Tarleau’s article® contained a discussion of G.C.M. 24013, which 
need not be repeated here. However, it seems desirable to consider certain 
additional features in view of the Fezandie decision since promulgated. 

At the outset, in stating the question, the Chief Counsel said : 

Question 1, in the light of the facts stated, implies the assumption that 
a taxpayer is unquestionably entitled to relief if it has changed the charac- 
ter of its business as a result of the war in Europe, but inquires whether 
the effect of such war should be considered in determining constructive 
average base period net income. This assumption is not correct. (Italics 
supplied. ) 

Thus, we must determine whether the Court in the Fezandie case has 
sustained the Chief Counsel on the broad proposition that even though an 
event affecting or an action taken by a taxpayer falls squarely within 
section 722 (b) (4), that fact alone does not necessarily entitle the taxpayer 
to use a constructive income, regardless of whether the use thereof would, in 
all cases, result in some relief. 

One may summarize the approach of G.C.M. 24013 by quoting two phrases 
in section 722 (also quoted by the Chief Counsel) which allow relief to the 
taxpayer: 

If its average base period net income is an inadequate standard of normal 
earnings because... . 

... and the average base period net income does not reflect the normal 
operation for the entire base period of the business. (Italics supplied.) 
The Regulations’? expand the last two words in the above quotation by 
referring to the “business so commenced or changed in character”. 


In his consideration, the Chief Counsel pointed out that the normal 
operation of the business as changed could not, for the entire base period, 
include the operation of the war plants acquired to fill orders which were 
not received until after the war started, in September, 1939, and that 
therefore the actual base period net income did reflect at least the normal 
operation for the entire base period. He said: “Under normal conditions, 
it is unlikely that such expanded facilities would have been capable of 

5U.S. Treasury Department Bureau of Internal Revenue Bulletin on § 722 of the 
Internal Revenue Code (November 1944). 

®Tarleau, Currently Controversial Aspects of Section 722 (1946) 1 Tax L. Rev. 197. 

TReg. 112, Sec. 30.722-3 (d) as amended by T.D. 5415 (1944). 
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producing normal earnings.” The ruling then went on to deny relief “if 
this is found from the evidence.” 
The following paragraph then becomes significant : 


No attempt is hereby made to set forth the various circumstances or 
events which should be considered unusual or abnormal. In the instant 
case, however, it can not be denied that war is an abnormal rather than 
a normal event. It was to recapture for the Government profits arising 
from abnormal wartime conditions that the excess profits tax was enacted. 
Hence, it would be inconsistent with the principles upon which the excess 
profits tax is based to consider as normal, events stemming directly from 
the war. 


Up to the point of the above paragraph, G.C.M. 24013 referred to “the 
war in Europe,” obviously meaning World War II. In the paragraph 
quoted above, it used the term “war.” That has been interpreted by some, 
particularly a number of revenue agents, to mean that it is the opinion 
of the Chief Counsel that war generally, or the threat thereof, and any 
business or changes therein involving materials of war or related activities, 
are all abnormal, provide no basis for the application of section 722 and 
cannot be recognized in the determination of constructive income if that 
section is otherwise applicable. Such does not appear to have been the 
intention of the ruling, because, up to the point of the above quotation, 
reference was made specifically to the war in Europe. In the portion quoted, 
the simple word “war’”’ is used in its relation to “the instant case,” and from 
the facts stated that case was concerned specifically with the outbreak of the 
war in Europe. 

More important, however, is the direct statement that other circumstances 
or events, which may not be related in any way to World War II, may be 
so unusual or abnormal as to provide no basis for relief under section 722. 
Thus we find that the ultimate conclusion of the Chief Counsel was that 
taxpayers are not entitled to relief 


(1) if the basis for the relief claimed arises out of the commencement of 
hostilities in Europe and the abnormal wartime conditions resulting there- 
from, because it was the intention of Congress, when imposing the excess 
profits tax, to recapture for the Government part of the profits so resulting 
and that it would be inconsistent with the principles upon which the excess 
profits tax is based to allow relief which would exempt such profits from 
the excess profits tax, or 

(2) if the basis for the claimed relief arises out of some abnormal or 
unusual event or circumstance which would not have been normal for the 
taxpayer for its entire base period, regardless of the fact that the taxpayer 
may have made one or more of the changes specified in section 722 (b) (4). 

The Chief Counsel did not deny relief merely because the normal 
operation of the facilities involved, for the period prior to September 1939, 
would not have been productive of income, although that was required to 
be found to be a fact to make the ruling applicable. This is important 
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because some business in war materiel could have been obtained as early 
as 1936 if those who received inquiries therefore had been in position to 
produce. War was going on in China and rearmament and other prepara- 
tions for possible war were under way in many parts of the world, including 
the United States, though not at the pace of 1940 and later years. 


THE Facts IN THE FEZANDIE CASE 


In the words of the Court, the facts in the Fezandie case involved “an 
unprecedented and unique external situation”, but a thumbnail summary 
of that case indicates that other comparable situations exist, in principle, 
though the detailed facts are different. A worldwide cartel, operating under 
certain pooled patents covering the production of coal-tar colors and 
related products, divided the world business in that field. The United 
States participant in the cartel, General Aniline & Film Corporation and/or 
its affiliates (hereinafter referred to as “General”), was barred, under the 
agreement, from selling its products in certain parts of the world. The 
outbreak of the war in Europe prevented the German member of the 
cartel from shipping its products to some of those territories; so the ban 
was removed and General was given the right to sell in certain territories 
theretofore not open to it. As General did not wish to sell directly, for 
reasons not germane to this discussion, Fezandie was appointed its export 
agent or dealer, selling on a commission basis. First shipments to these 
territories were made by Fezandie in December, 1939. Theretofore Fezandie 
had engaged only in the domestic jobbing business in similar products, 
except for isolated, unsolicited foreign orders. 

Fezandie alleged that the addition of this export business constituted a 
change in the character of its business and that it was entitled to an excess 
profits credit based on a construction of average base period net income 
which assumed that it had been similarly engaged in such export business 
throughout its base period. The Court conceded, without deciding, that 
the expansion of operations to the export field constituted a qualifying 
change in the character of the business, but nevertheless denied relief. 


Tue Tax Court’s APPROACH 


While the decision in the Fezandie case makes no reference to G.C.M. 
24013 as such, the reasoning and the provisions of the Code on which 
that ruling was based were strenuously argued by the Commissioner before 
the Court and were undoubtedly considered by it. The Court’s opinion does 
refer to certain phrases of section 722 of the Internal Revenue Code but 
does not attempt to interpret their meanings. It then goes on to say that 
the first step in creating the constructive expanded base contended for by 
the petitioner requires the assumptior. that the change in the character of 
the business relied upon took place at or before the beginning of the base 
period and was operative throughout. It would have been more accurate 
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to say it was necessary to assume that the change could have taken place. 
But such assumption, says the Court, automatically requires the anterior 
assumption that the taxpayer could have acquired the export business 
enjoyed by the cartel, which in turn was clearly impossible prior to the 
outbreak of World War II in September, 1939. Hence the Court found that 
it could not take that first step. 

It can hardly be denied, in the light of the facts found, that if it were 
not for the commencement of hostilities and the consequent blockading 
of Germany, the German member of the cartel would have continued to 
ship its products to the territories taken over by General, and neither General 
nor Fezandie would have participated in the business on which the relief 
claim was based. Nor can it be denied that, in determining constructive 
income for the purpose of section 722, it is clearly incumbent on the taxpayer 
te show that whatever change in character gives rise to the right to relief 
could have been productive of income from the beginning of the base 
period had it started at or before that time. In reaching its decision the 
Court states: 


For present purposes, we feel it sufficient to conclude that any assumption 
of higher profits in the base period which requires as an inescapable condi- 
tion the supposition of the early creation of the war situation furnishes no 
ground for application of the provisions of Section 722. (Italics supplied.) 

What the Court meant by “application of the provisions of Section 722” 
is not entirely clear. If it means that no relief is available because a proper 
reconstruction of income under normal conditions would result in no 
greater credit than the actual income, relief will not be denied in cases where 
constructive income would be greater. On the other hand, if it means that, 
where changes are attributable to abnormal developments of whatever na- 
ture, no attempt can be made to establish constructive income on a normal 
basis, more taxpayers will be denied relief. 

While the result probably would have been the same in the Fezandie 
case because the change took place so near the end of the base period, the 
result might be different in other cases should the theory that any abnormal 
development be accorded the same treatment as a World War II develop- 
ment be sustained. Some such changes may have occurred earlier in the 
base period. If that happened, say, January 1, 1938, it would certainly 
seem that the taxpayer should be entitled to a reconstruction of income 
for the last two years, even if it could be said that its normal income 
and normal operation for the two years prior to the change could not 
reflect any benefits of the change. Nevertheless, if section 722 is not to be 
applied, even the last two years’ income could not be reconstructed. The 
Court does not appear to have intended any such implication; but an argu- 
ment to that effect could be predicated on the language in the opinion. 

That the Court apparently intended no such implication is indicated by 
the fact that it did not stop with the conclusion previously quoted. It went 
on to state that the intention of Congress in imposing the excess profits tax 
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was to recapture, in substantial part, the profits resulting from European 
war orders or the American rearmament program and that such profits 
would escape the excess profits tax if the exemption base were expanded 
to include assumed normal profits predicated on an earlier creation of the 
war economy. 


On this point the Court said: 


Whatever elements of a taxpayer’s circumstances, or of general business, 
may be assumed to have been operative for periods earlier than the actual 
facts warrant, the war conditions, which gave rise to the enactment of the 
Excess Profits Tax Act itself, cannot be given a predated effect for any 
purpose. (Italics supplied.) 


Thus the Court clearly binds its decision in the case to (1) the fact that 
the change in the character of the business was inescapably the result of 
the commencement of World War II and that prior thereto the change 
could not have been effective or productive of income, and (2) it was the 
commencement of that war and the conditions resulting therefrom which 
gave rise to the enactment of the Excess Profits Tax Act, the purpose of 
which was to tax the profits resulting from those very war conditions. 


Though the Fezandie case did not involve war materiel, the earnings in 
respect of which tax relief was sought were just as much the direct result 
of the commencement of World War II as were the enhanced wartime 
profits of the armament makers. Section 722 is an equitable relief provision 
and it is logical that such a provision should not result in inequity to the 
Government and, through it, to other taxpayers who in due course must 
shoulder the burden that.remains. While the statute contains no such specific 
limitation on the application of section 722, we should now be used to having 
our courts tell us what Congress intended, even when the language of the 
law and sometimes the legislative record contain no statement of that 
intent. Sometimes Congress has had to amend the law to overcome such 
court conclusions.® 


That the Court was here endeavoring to reach an equitable result is 
indicated by the closing sentence in its opinion, which said : 

‘Normal’ profits during the actual base period do not call for inflation for 
any such reason in order to prevent unequal or unfair comparison with 
those made subsequently when the same conditions admittedly influenced 
corporate earnings. 


One cannot well quarrel with the justness of the result reached in the 
Fezandie case or with the general proposition that Congress intended, 
through the excess profits tax, to reach income so directly attributable to 
the outbreak of hostilities in September, 1939, and ensuing developments. 


8Gregory v. Helvering, 293 U.S. 465 (1935). 
®Hendler v. U.S. 303 U.S. 564 (1938). 
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THE INDICATION FOR THE FUTURE 


In that respect only has the reasoning of G.C.M. 24013 been sustained. 
Though the facts of the case decided were “unprecedented and unique”, 
we may certainly expect that relief will be denied by the Court in any 
other case in which a relief claim is predicated on changes that occurred 
only by reason of the start of World War II and which could not have 
been either effected, or productive of income if effected, prior to that time. 

Still in the realm of uncertainty is the status of a claim predicated on war 
business where the change in the character of the taxpayer’s business was 
made during the last four months of 1939 but where it can be shown that 
business of the type involved in the change was available and could have 
produced income during all or part of the base period if the change had 
taken place at the beginning of the period. The Fezandie decision does 
not stand for the proposition that relief should be denied in such cases, 
and there is no telling from it which way the Court will go when the need 
therefor arises. On the one hand the emphasis laid on the complete 
impossibility of the taxpayer’s deriving income from the new business 
prior to September, 1939, unless it is assumed that World War II com- 
menced at an earlier date, is an indication that the Court might have decided 
otherwise if the business could have been obtained earlier. On the other 
hand, if the business was available and a taxpayer failed to do what was 
necessary to take advantage of it until after the outbreak of hostilities, it 
can be argued that the making of the change was an outgrowth of that 
event. It is very probable that in such cases the motives which led the 
taxpayer to make no change prior to the beginning of the war and the 
circumstances and motives which led it to make the change after that 
time will have an important bearing on the result. For the moment, cases 
of the type referred to are still in the twilight zone. 

Finally, the Court definitely did not go so far as to say that section 722 
should not be applied, or, if applied, that no relief should be granted in cases 
where the change in the character of the business involved war materiel 
but was not inescapably tied in with the commencement of hostilities in 
September, 1939, or where the change resulted from some other abnormal 
or unusual event or development. That is not to say that the Court will 
deny relief in future cases in which the claim is not predicated wholly on 
events tied in with the invasion of Poland and what followed. It was not 
necessary to decide that point to dispose of the case before the Court. 
However, the references to the intention of Congress with respect to so-called 
war profits indicate the possibility, if not the probability, that the Court 
will not go that far. Certainly it cannot be said that Congress had in mind 
all other abnormal or unusual events which, without any relation to the 
commencement of World War II, resulted in a change in the character of 
a business or that such other abnormal events gave rise to the enactment 
of the excess profits tax. The Court’s reliance on an intention to reach 
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World War II profits indicates that it would not be inclined to rely on an 
intention to reach non-war profits emanating from some unusual or abnormal 
event. 

—WaALTER A. Cooper 


Recapitalizations—Problems of Interest Deductions, Taxable Divi- 
dends and Taxable Exchanges. When the owners of common stock of a 
corporation, common being the only stock outstanding, make an exchange of 
their shares for other types of common plus pieces of paper labeled “bonds”, 
“preferred stock”, or “debenture preferred stock”, the problems left in the 
wake of this simple transaction present a complexity which can be satis- 
factorily unravelled only upon the consideration of all the possible tax 
consequences at one and the same time.” 

If the transaction above delineated is without a corporate business purpose 
then the determination whether the pieces of paper are bonds or stock 
becomes immediately important, as distribution of the former will evoke a 
tax on a dividend treated as ordinary income, assuming there are accumulated 
earnings or profits. The corporation, irrespective of the existence of a 
business purpose, will deduct the interest payments on the bonds only to 
find the Commissioner contending—inconsistently perhaps with his previous 
insistence that the stockholders received bonds—that the bonds are actually 
stock. Upon redemption of such “bonds” or “stock”, the holders thereof 
may well wonder whether there has not transpired a redemption of stock 
having the effect of a dividend distribution. 

The first task will therefore be to consider the correlative aspects of 
determining whether the pieces of paper are bonds or stock. Secondly, 
assuming the pieces of paper are deemed to be stock, the question then 
becomes whether pro rata distributions of stock may have the effect of 
dividends taxable as ordinary income via a non-business purpose recapital- 
ization, although the distribution would not be taxable if there were actually 
a straight stock dividend resulting in a mere proliferation of capital. Lastly, 
if there is no taxable dividend, it must be determined whether the actual 
exchange made by the stockholders has resulted in capital gain to them 
with the consequent capitalization of earnings and profits to the extent of 
the recognized gain. 


1There is apparently at least one other field of tax law which could be better 
cultivated if planned more broadly. See Note (1945), Corporation and Stockholder— 
Dividends in Kind, 1 Tax L. Rev. 86, 91 where the author states that “The obvious 
weakness of the cases on the subject has been the piecemeal judicial thinking. No 
subject in the tax law is more in need of an integrated pattern. Each rule must 
ultimately be reconciled with some other rule. There must be a correlation between 
one taxable year and the next, and between one taxable entity and another. Until the 
courts begin to plan each part in relation to the whole, there is little hope for either 
logic or practicality.” 
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The infusion of a corporate business-purpose requirement for a tax-free 
recapitalization relegates the common stockholders of a corporation having 
only common outstanding to a position where the receipt of bonds is 
equivalent to a request for a deficiency assessment. In these transactions the 
required business purpose cannot be bottomed on the enhancement of the 
corporation’s financial structure. In such cases, increased financial strength 
can hardly appear, since additional corporate debt has been created. The 
future will therefore find the courts struggling to determine whether the 
corporation benefits sufficiently for the recapitalization to contain a business 
purpose.? 

The Adams and Bazley cases represent the two recent decisions* responsi- 
ble for the dilution in value of recapitalizations and for the present necessity 
of determining whether the stockholders received bonds or stock. 

In the Bazley case the taxpayers, husband and wife, surrendered their 999 
shares of the corporation’s outstanding 1000 shares of common stock of $100 
par value each in exchange for 4995 shares of new common without par value 
and $400,000 principal amount of new debentures. Finding no legitimate 
business purpose of the corporation, the Court held that the distribution of 
the debentures following the cancellation of the old common stock was 
essentially equivalent to the distribution of a taxable dividend under section 


115 (g).* 

Under similar facts in the Adams case the Tax Court held that the bonds 
were dividends to the stockholders and that no corporate business purpose 
existed in acquiring a tax deduction for interest by assuming an obligation 


2See Jacob Fischer, 46 B.T.A. 999 (1942); Edgar M. Docherty, 47 B.T.A. 462 
(1942). The Tax Court stated in Alice H. Bazley, 4 T.C. 897 (1945) that the “desire 
to make the new stock available in larger volume and smaller units for distribution 
among key employees whose interest in the company it was desired to retain . . 
would be acceptable as a legitimate purpose of the corporate business.” 

3These cases have an interesting history. The first decision in Adam A. Adams, 4 
T.C. 1186 (1945), held there was a tax-free recapitalization. After the decision 
was promulgated the Tax Court, by subsequent order, referred the case to full review. 
The Tax Court, 5 judges dissenting, handed down an opinion, 5 T. C. 351 (1945), 
superseding its previous decision and holding that the stockholder did not receive 
stock and securities in exchange for its stock pursuant to a reorganization. This decision 
was affirmed 46-1 U.S. T.C. J 9238 (C.C.A. 3d, 1946), two dissenting. Alice H. Bazley, 
4 T.C. 897 (1945) was affirmed by the Third Circuit, 46-1 U.S.T.C. | 9135 (C.C.A. 3d, 
1946). Opinion withdrawn, aff’d 46-1 U.S.T.C. J 9237, two dissenting. See also Marion 
Heady, T.C. Docket No. 5812, CCH Dec. 14, 702 (1945). 

4*“REDEMPTION OF STocK.—If a corporation cancels or redeems its stock (whether 
or not such stock was issued as a stock dividend) at such time and in such manner 
as to make the distribution and cancellation or redemption in whole or in part essentially 
equivalent to the distribution of a taxable dividend, the amount so distributed in 
redemption or cancellation of the stock, to the extent that it represents a distribution 
of earnings or profits accumulated after February 28, 1913, shall be treated as a 
taxable dividend.” I.R.C. § 115 (g). 
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to pay more interest than the taxes saved. This seemed especially evident 
since the corporation had the use of the funds without the creation of the 


interest-bearing obligation. 

No mention was made in either of the aforementioned cases that the bonds 
might be stock, although the Commissioner in the Adams case, while con- 
tending that the stockholders had received bonds as dividends, was actually 
disallowing the deductions for interest by the corporation.® 

Approaching recapitalization from the standpoint of the corporation’s 
deducting interest, the tendency of the Tax Court has recently been to find 
the pieces of paper to be stock where no new money is put into the 
corporation. This is likewise the underlying reason for finding that no 
corporation business purpose exists and taxing the “bonds” as dividend 
distributions. 

In Talbot Mills® a close corporation issued $400,000 principal amount of 
registered notes in exchange for four-fifths of its common stock, the only 
stock outstanding. The registered notes were income debentures and, before 
disallowing the “interest” payments as deductions, the Tax Court went into 
the usual examination of the factors which determine whether instruments 
are bonds or stock. But probably the determining feature was the fact 
that the notes were issued exclusively “in exchange for stock of the issuing 
corporation.”*® This case was affirmed by the First Circuit and the Supreme 
Court by the now familiar “Dobsonization”® process. Judge Magruder dis- 


5 When this was pointed out to the Third Circuit the Government stipulated that it 
would allow the deductions for interest on the bonds. The Government has been 
called “spineless” in these doubled-edged attempts to “protect” the revenues. See 
Griswold, “Securities” and “Continuity of Interest,” (1945) 58 Harv. L. Rev. 705, 713. 

63 T.C. 95 (1944), aff'd. 146 F. (2d) 809 (C.C.A. Ist, 1944), aff'd. 66 Sup. Ct. 299 
(1946). ; 

7The courts usually consider as important whether there exists a set maturity date, 
a definite rate of interest, an obligation to pay irrespective of earnings, a cumulative 
interest obligation, equality with the creditors upon liquidation. Nomenclature is 
certainly not controlling. See, e.g., Comm’r v. J. N. Bray Co., 126 F. (2d) 612 (C.C.A. 
5th, 1942), Comm’r v. H. P. Hood & Sons, Inc., 141 F. (2d) 467 (C.C.A. Ist, 1944) ; 
Comm’r v. Schmoll Fils Associated, Inc., 110 F. (2d) 611 (C.C.A. 2d, 1940). 

8On similar facts in an earlier case, John Kelley Co., 1 T.C. 457 (1943), the Tax 
Court found the instruments to be bonds. This case was distinguished in Talbot Mills 
by the Tax Court because, among other features, the corporation sold some of the 
bonds and received new money. The Kelley case was reversed unanimously by the 
Seventh Circuit, 146 F. (2d) 466 (C.C.A. 7th, 1944) because “The taxpayer ‘hired’ no 
money here. Its owners merely swapped papers and wound up in relatively the 
same position.” The Seventh Circuit was in turn reversed by the Supreme Court, 
which considered the Kelley and the Talbot Mills cases together, because of Dobson 
v. Comm’r, 320 U.S. 489 (1943), although Mr. Justice Black agreed with the Seventh 
Circuit while Mr. Justice Rutledge voted for affirmance because he viewed the 
Talbot Mills case as correct, with the Kelley Co. case being too nearly identical to 
justify a different result. 46-1 U.S.T.C. J 9133 (1946). 

®“There is no one characteristic, not even exclusion from management, which can 
be said to be decisive in the determination, of whether the obligations are risk 
investments in the corporations or debts. So called stock certificates may be authorized 
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sented in the circuit court since the corporation could have achieved the tax 
advantage if it had, at its outset, issued stock and interest-bearing notes in a 
1 to 4 ratio.*° This was the same ground given by the five dissenting judges 
in the Adams case for finding a “legitimate” reason for the recapitalization." 

The extent to which this theory is valid is still unknown since a bond 
without the qualities of preferred stock, will not be considered as a bond 
merely because of its simon-pure form. The courts will not allow a corpora- 
tion to be inadequately capitalized by the shareholders and will not accept 
the bonds in such instances as true loans.’? If this doctrine is to be applied 
at all there seems no reason to limit it to the initial phase of the corporate 
development.** 

The Bazley case should be examined with these criteria in mind. The 
capital structure of the corporation before the recapitalization was 1000 
shares of common at a book value of $100,000, with $855,783.82 as earned 
surplus. After the reorganization there was $400,000 outstanding debenture 
bonds, 5,000 shares of common stock to which $300,000 capital was 
allocated, and an earned surplus of $255,783.82. Assuming the equity capital 
at most to be $555,783.82 and the indebtedness $400,000, some consideration 
should have been given to whether under all the circumstances the bonds 
should be treated as a capital contribution, especially since they were 20-year 
debentures. 

Where bonds in a close corporation are issued as dividends, it might be 
contended that the interest payments are dividends not because the bonds are 
not bonds but, because in the light of the total arrangement, the interest is 
really dividends on the common which would go to the same holders 
whether or not the bonds were in existence. The Tax Court, however, has 
quite recently allowed a deduction for interest on bonds issued as dividends." 


by corporations which are really debts and promises to pay may be executed which 
have incidents of stock. Such situations seem to us to fall within the Dobson rule.” 
Ibid. 

1°0Mr. Justice Burton dissented in the Talbot Mills case on the grounds stated in 
Judge Magruder’s opinion. 

11The dissent used the word “legitimate” in the sense of “lawful.” Since the 
recapitalization was not a sham the dissent felt that the revenue acts allowed a tax- 
free flexibility in the financial set up of a corporation. 

121432 Broadway Corporation, 4 T.C. 1158 (1945), on appeal C.C.A. 2d; Cohen v. 
Comm’r, 148 F. (2d) 336 (C.C.A. 2d, 1945); Janeway v. Comm’r, 147 F. (2d) 602 
(C.C.A. 2d, 1945). Cf. Joseph B. Thomas, 2 T.C. 193 (1943). The “inadequate 
capitalization” theory has drawn into the tax field the “Deep Rock” theory which treats 
the owners of a corporation as having made capital contributions rather than loans 
insofar as third parties are concerned. Taylo: v. Standard Gas Co., 306 U.S. 307 
(1939) ; Consolidated Rock Co. v. Dubois, 312 U.S. 510 (1941). 

13The Supreme Court stated that in neither the Talbot Mills nor the Kelley cases 
did there exist a nominal stock investment and an obviously excessive debt structure. 

14Dade-Commonwealth Title Co., 6 T.C. No. 48 (1946); see also Comm’r v. T.R. 
Miller Mill Co., 102 F. (2d) 599 (C.C.A. 5th, 1939). 
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With the different issues and different parties that may be involved on 
the same facts, it is evident that the courts should re-examine their decisions 
for the purpose of aligning their rules in reasonably understandable form 
for the Government and the taxpayer to follow under all the circumstances. 
Otherwise there is grave danger of conflicting decisions in various courts on 
what are fundamentally the same issues.'® 


TAXABLE Stock DIvIDENDs 


Assuming the bonds received in the Adams and Bazley cases were held to 
be preferred stock, much of the foregoing discussion would lose its 
importance if the stock distribution could be held taxable as an ordinary 
dividend. The Government may rely upon section 115 (g), but it will find an 
impediment in section 115 (f). The latter section provides that a stock dis- 
tribution “shall not be treated as a dividend to the extent that it does not 
constitute income to the shareholder within the meaning of the Sixteenth 
Amendment to the Constitution.” 

There may be recapitalizations wherein the “exchange” made by the 
stockholders can be disregarded and the whole transaction treated as a 
simple dividend of preferred stock. Where this has occurred the Board of 
Tax Appeals, on the assumption that such dividends are taxable, upheld the 
argument that such dividend has been issued.*® In 1943 the Supreme Court, 
in the Strassburger case, established the rule that stock dividends are not 
taxable unless they vary the proportional interest of the stockholders.** After 
this case, however, the Commissioner proposed an “as if” theory, contended 
that the recapitalization should be treated as if the corporation had distributed 
cash and the stockholders had purchased stock with the dividend money."* 
This is the Massachusetts doctrine,’® which the Supreme Court expressly 
rejected in Eisner v. Macomber and which the courts will not accept unless 
actual cash is distributed.2° Even if there is a cash dividend which is con- 


15It is probable, for instance, that exchanging bonds for preferred stock where the 
bonds have a lesser rate of payment will no longer serve a corporate business purpose 
since the stockholders have a risk investment while the bonds saddle the corporation 
with an interest obligation. But cf. Annis Furs Inc., 2 T.C. 1096 (1943). 

16Edith B. Bass, 45 B.T.A. 1117 (1941), rev’d. 129 F. (2d) 300 (C.C.A. Ist, 1942). 

17Strassburger v. Comm’r., 318 U.S. 604 (1943). 

18Louis Wellhouse, Jr., 3 T.C. 363 (1944). 

19In Massachusetts stock dividends were held to be taxable income on this theory. 
Tax Commissioner v. Putnam, 227 Mass. 522, 116 N.E. 904 (1917). After Eisner v. 
Macomber Massachusetts passed a statute exempting such dividends from taxation. 
But, following the theory that such dividends would be taxable except for the 
statute, Massachusetts holds that the stock dividends increase the capital of the corpora- 
tion and dividends paid out of such capital are not taxable. Commissioner of Corpora- 
tions and Taxation v. Filoon, 310 Mass. 374, 38 N.E. (2d) 693 (1941); Church v. 
Commissioner of Corporations and Taxation, 1944 A.T.B. Adv. Sh. 97, aff'd. 
Massachusetts Supreme Judicial Court, May 9, 1945. 

20Louis Wellhouse, Jr., 3 T.C. 363 (1944). 
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ditional upon subscription to new stock, the substance of the transaction is 
considered to be a stock dividend.** This lack of success eliminates the 
Government’s usual request for a judicial corrosion of form for tax- 
producing purposes.”? 

There may, however, evolve in certain instances a hybrid form of invest- 
ment in a corporation which will receive a novel tax treatment. In the old dis- 
trict court case, Doerschuck v. United States,?* the corporation issued deben- 
ture bonds as dividends to the four owners of its entire capital stock. The 
stockholders argued that these debenture bonds would be treated like pre- 
ferred stock insofar as creditors of the corporation were concerned** and 
therefore could not be taxable dividends under Eisner v. Macomber.*> The 
court held, however, that the obligations “like a promissory note, called for 
the payment of cash, and did not invest the holder with merely a different 
form of holding of stock.” Perhaps a new type of instrument is emerging 
from the murky depths of tax theory so that interest or bad debt deductions 
will be disallowed on bonds the terms of which are too much like stock or 
which are stock insofar as third parties are concerned, while for dividend 
purposes the same bonds will be treated as bonds since they are too much 
like obligations to be treated as stock. Instruments should be bonds or stock 
for all tax purposes, and it is hoped that the courts do not construct a 
two-way street open only for Government passage. 

The Adams and Bazley cases were decided under section 115 (g)*® 
which provides that a corporate distribution shall be treated as a taxable 
dividend if the corporation cancels or redeems its stock “at such time 
and in such manner as to make the distribution and cancellation or redemp- 
tion in whole or in part essentially equivalent to the distribution of a taxable 
dividend.” There had been some indication ip the cases that section 115 (g) 
would not be applicable where there was an exchange of securities for 
securities in a corporation.2” But in the Adams and Bazley cases, the 
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21 United States v. Davison, 9 F. (2d) 1022 (C.C.A. 3d, 1926), cert. denied, 271 
U.S. 670 (1926) ; Jackson v. Comm’r, 51 F. (2d) 650 (C.C.A. 3d, 1931) ; United States 
v. Mellon, 281 Fed. 645 (C.C.A. 3d, 1922) ; cf. Harry Makransky, 35 B.T.A. 395 (1937). 

22In Jacob Fischer, 46 B.T.A. 999 (1942) the exchange of common for common and 
preferred was held to be a legitimate recapitalization. The Commissioner’s appeal 
was dismissed two months after the Strassburger case came down. 

23274 Fed. 739 (E.D.N.Y. 1921). 

24This has been the reason given for denying stockholders deductions for bad 
debts on loans and allowing the loss as worthless stock. See Janeway v. Comm’r, 147 
F. (2d) 602 (C.C.A. 2d, 1945), where the Court stated “the payments made by the 
taxpayers to the corporation were capital contributions of such character that, as 
against any third person (such as, e.g., persons contracting with the corporation) the 
taxpayers would have to be regarded as stockholders and nothing else.” 

25252 U.S. 189 (1920). 

26 See note 4 supra. 

27™See H. Y. McCord, 31 B.T.A. 342, 343 (1934) where the Board stated “No 
question arises under section 115 (g) because... the cancellation of outstanding shares 
was not for cash, but only in exchange for new common and preferred shares.” See 
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surrender of stock to the corporation was treated as a cancellation or redemp- 
tion and the issuance of stock and bonds was treated as a distribution 
essentially equivalent to the distribution of bonds as a taxable dividend.** 
If the bonds were preferred stock, however, it would seem clear that 
section 115 (g) could not make taxable what could not be taxable under 
section 115 (f). Since the distribution of preferred stock as a dividend 
would not be taxable, the recapitalization could not make such distribution of 
preferred stock “essentially equivalent to the distribution of a taxable 
dividend.” 

The Adams and Bazley cases also ride roughshod over the contention 
that there must be a bookkeeping capitalization of earnings or profits before 
there can be a dividend. Where common was exchanged for preferred, 
the United States Circuit Court of Appeals for the First Circuit held that 
there was no taxable dividend, for the corporation did not declare a dividend 
or capitalize its earnings.?° This segregation and freezing of a definite 
portion of corporate earnings was also required by the Tax Court in Louis 
Wellhouse, Jr.,°° where part of the outstanding common was exchanged for 
preferred stock. The Tax Court found that despite the absence of business 
purpose, there could be no taxable dividend since there was neither 
a declaration of a dividend nor a capitalization of surplus. In the 
Adams case, however, the Tax Court, relying on the provision of section 115 
(b) that “every distribution is made out of earnings or profits to the extent 
thereof,” held that no accounting treatment can purport to make a distribu- 
tion out of capital without disturbing earned suplus. 

In the Bazley case this problem was circumvented. Instead of splitting up 
the amount of capital applicable to the capital stock without disturbing the 
book surplus, taxpayer's capital stock was increased; and “inevitably” the 
amount allotted to the bonds imprisoned and capitalized a corresponding 
amount of earned surplus. 


TAXABLE EXCHANGES 


Recapitulating briefly—if the common stockholders exchange their com- 
mon for common and bonds in a recapitalization without a corporate business 
purpose, the bonds are taxable dividends. If the “bonds” are treated as, 
or are actually, preferred stock then there is no taxable dividend. The 
remaining question is what tax consequences the latter transaction entails ; 


also Louis Wellhouse, Jr., 3 T.C. 363 (1944) ; Gurxin, Corporate Distributions (1946) 
New York University FourtH ANNUAL INSTITUTE ON FEDERAL TAXATION, 565, 574. 
28The distinction may be offered that the court may have considered the bonds 
the equivalent of cash but the tenor of the opinions indicates that the same result 
would have been reached if taxable stock dividends were distributed in the exchange. 
2®Bass v. Comm’r, 129 F. (2d) 300 (C.C.A. Ist, 1942) remanding 45 B.T.A. 1117 
(1941). But see Kirschenbaum v. Comm’r, 46-1 U.S.T.C. J 9231 (C.C.A. 2d, 1946). 


903 T.C. 363 (1944). 
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and it is submitted that where there is a true exchange the gain realized by 
the stockholders is taxable as a capital gain.** 

It must be borne in mind that in the Adams and Bazley cases the Tax 
Court expressly stated that it was not confronted with a gain or loss 
transaction. In effect, according to the treatment given the exchange, there 
was simply a dividend distribution of bonds. We are not considering, 
a tax-free recapitalization where there is “boot” to be taxed as a dividend.*? 
There is now under scrutiny a real exchange such as the surrender by the 
common stockholders of their shares in exchange for voting common, non- 
voting common and preferred shares with varying characteristics, there 
being a recapitalization without a business purpose. 

Section 112 (a) provides that “Upon the sale or exchange of property 
the entire amount of the gain or loss . . . shall be recognized .. .” The two 
exceptions which render a sale or exchange of securities an open transaction 
are section 112 (b) (2) and section 112 (b) (3). 

Section 112 (b) (2) provides that “No gain or loss shall be recognized 
if common stock in a corporation is exchanged solely for common stock in 
the same corporation, or if preferred stock in a corporation is exchanged 
solely for preferred stock in the same corporation.” This section indicates 
that where common is exchanged for common and preferred there is a 
recognition of gain or loss. 

Section 112 (b) (3) provides that “No gain or loss shall be recognized 
if stock or securities in a corporation a party to a reorganization are, in 
pursuance of the plan of reorganization, exchanged solely for stock or 
securities in such corporation . . .” Since it is assumed for present purposes 
that the exchange and recapitalization occur without a corporate business 
purpose, then there is no reorganization to prevent the exchange of the 
securities from being a closed transaction. 

There is thus no statutory hindrance to the recognition of gain on the 
exchange. The real question thus becomes whether the Tax Court will 
accept the exchange as an integrated transaction or whether it will assimilate 
the exchange to an exchange of common for common with a dividend of 
preferred stock.** 





31Query how the courts will tackle the possibilities of deducting a loss. See I.R.C. 
§ 24 (b) (1) (B); Higgins v. Smith, 308 U.S. 473 (1940). 

32See Comm’r v. Estate of Bedford, 325 U.S. 283 (1945). 

33In Elmer W. Hartzel, 40 B.T.A. 492 (1939) a plan of recapitalization was 
consummated to give the younger stockholders a greater voice in the management. 
The only stock outstanding was common stock which the holders surrendered and, in 
exchange, the older stockholders received all of the preferred shares while the 
younger stockholders received all the common. The Commissioner contended there 
was a gain under 112 (a) but the Board held there to have occurred a 112 (b) (3) 
transaction. Stock dividends were not taxable at the time of the transaction but, even 
if they were, it would be difficult to get a dividend distribution out of the aforesaid 
facts. 
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In two comparatively old cases where common was’ exchanged for 
common and preferred, the question arose as to how to treat the preferred 
on a later sale or redemption. The Board treated the original exchange like 
its “substantial equivalent” and considered the preferred as a stock dividend. 
On appeal the circuit courts stated it was unnecessary to consider the ques- 
tion since they would reach the same result whether there was an exchange 
or a dividend.** 

More recently, however, the Tax Court has indicated definitely that the 
exchange is real.*° And although the issue whether the exchange is taxable 
has not been raised, the Tax Court of its own instance in the Wellhouse 
case stated “Petitioners do not assign as error denial of any loss as a 
result of these transactions under section 112 (a) of the Internal Revenue 
Code, and respondent does not claim they realized a taxable gain under that 
section ... Decisions will be entered under Rule 50.” When the Tax Court 
adopts the view that the exchange is an integrated transaction, it seems 
clear that there can be no reversal of such finding.*® 

Where there is an appreciation in the corporation’s assets, but no earnings 
or profits the stockholders will be subject to tax on the appreciation as a 
capital gain. On these facts, the stockholders, not the Government, will 
usually contend that the exchange should be treated as a stock dividend. 
Where there is no appreciation but there are accumulated earnings or profits, 
the stockholders may desire to be taxed on the gain if there is a capitalization 
of earnings to the extent of the recognized gain. This would allow the 
stockholders to withdraw amounts taxed as capital gain which, before the 
exchange, could be withdrawn only as ordinary income. 

Section 115 (b) provides that “every distribution is made out of earnings 
or profits to the extent thereof.” If “distribution” includes a transfer in an 
exchange then the capitalization of the earnings should automatically follow. 
Such transfer is treated as a distribution from the corporation’s viewpoint 
where made in exchange for stock in complete or partial liquidation.** 
Section 115 (h) provides that a distribution of stock or securities of a 
corporation shall not be considered a distribution of earnings or profits if 
no gain is recognized to the distributee. Inferentially a recognized gain 
results in such distribution. The Regulations** under section 115 (h) 


34 Pearl B. Brown, 26 B.T.A. 901 (1932), aff’d. 69 F. (2d) 602 (C.C.A. 7th, 1934), cert. 
denied 293 U.S. 570; Frances Elliott Clark, 28 B.T.A. 1225, (1933), aff'd. 77 F. (2d) 
89 (C.C.A. 3d, 1935). 

35Louis Wellhouse, Jr., 3 T.C. 363 (1944) ; Jacob Fischer, 46 B.T.A. 999 (1942). 

36“Whether an apparently integrated transaction shall be broken up into several 
separate steps and whether what apparently are several steps shall be synthesized into 
one whole transaction is frequently a necessary determination in deciding tax con- 
sequences. Where no statute or regulation controls, the Tax Court’s selection of the 
course to follow is no more reviewable than any other question of fact.” Dobson v. 
Comm’r, 320 U.S. 489 (1943). 

ST]. RC. $§ 115 (c), (i). 

38 Reg. 111, Sec. 29.115-11. 
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cover distributions in reorganization where no gain is recognized. Thus 
“distribution” is considered as including transfers made by the corporation 
in an exchange. It might be considered, however, that since there is no 
decrease in the net worth of the corporation and there is an exchange of 
properties of equal value, there is no distribution by the corporation of its 
property merely because the stockholders realized a gain.*® But if there were 
a taxable stock dividend, there would be no decrease in the net worth of the 
corporation either. 

In Adams and Bazley the fanfare raised is apparently due to the realization 
that if the bonds are not taxed as dividends the holders thereof would 
under section 117 (f), realize a capital gain on redemption. Many of the 
problems involved remain unanswered. Until recently, recapitalizations 
represented an unexplored area; now, with the appearance of recurrent 
instances, we may reasonably expect the emergence of more precise principles. 


—Davip Boyp CHASE. 


39Cf. Timberlake v. Comm’r, 132 F. (2d) 259 (C.C.A. 4th, 1942) where the court 
stated that “a sale of corporate assets by a corporation to its stockholders, although 
a distribution of its property in a literal sense, does not necessarily fall within the 
statutory definition of a dividend, for it may not result in such a diminution of its 
net worth as to effectuate a distribution of its property. But, on the other hand, 
such a sale of corporate assets if made for substantially less than the value of the 
property sold is as effective as the formal declaration of a dividend to stockholders, 
if in its purpose or effect it actually brings about a distribution of corporate earnings 
amongst them.” 
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FINANCING AMERICAN PROSPERITY: 
A Symposium oF Economists. Con- 
tributors: BENJAMIN M. ANDERSON, 
JOHN MAURICE CLARK, HOWARD S. 
ELLIS, ALVIN H. HANSEN, SUMNER H. 
SLICHTER and JOHN H. WILLIAMS. 
Editors: PAUL T. HOMAN and FRITZ 
MACHLUP. New York: The Twen- 
tieth Century Fund, 1945. Pp. xi, 
508. $3.00. 


We see from this Symposium that 
six important contemporary econom- 
ists of widely different views firmly 
believe in fiscal management, specifi- 
cally taxation, as a working tool of 
transcendent importance in fashion- 
ing any public policy designed to in- 
sure prosperity. I do not disparage 
this view; I rather agree. But this is 
not the first time that such impor- 
tance has been ascribed to a particu- 
lar method of government interven- 
tion in economic activity. 

A glance at recent legal history of 
government intervention helps the 
tax lawyer to place in its proper set- 
ting a book dealing with the variety 
of government intervention which 
concerns him most. Until 1935 there 
were many economists and others— 
who felt that monetary manipulation 
(that is to say, adjustment of the 
discount rate, open market opera- 
tions and changes in the gold content 
of the dollar) was an appropriate 
means for avoiding or curing the 
worst evils of the business cycle. 
This became the prevailing doctrine 
in the early 1930s. When this doc- 
trine collided with the prejudices of 
a conservative Supreme Court in 
1935, the constitutional crisis which 
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finally arose in 1937 was avoided 
only because a Chief Justice of great 
political as well as legal gifts realized 
that here was an issue upon which 
the fundamental sentiments of the 
community could not be flouted. 

Coincidentally, another large and 
influential group held the view that 
the depression of our agriculture was 
a serious impediment to prosperity 
and that this depression could be 
avoided by a subsidy financed by a 
special tax. Congress passed a law. 
The Supreme Court declared the law 
unconstitutional precipitating a grave 
crisis which was ultimately solved 
only through the retirement of three 
of the conservative judges and their 
replacement by men who were more 
in sympathy with the orthodoxy of 
that day. 

Taxation surprisingly enough was 
then discussed more from the view- 
point of ethics than from the view- 
point of economic policy. The na- 
tional administration was concerned 
with recasting our tax policy in terms 
of “ability to pay”. It was con- 
cerned with the problems of tax eva- 
sion and tax avoidance. But the view 
that fiscal policy could be used to 
keep the economy in balance was 
seldom expressed. While the idea 
was not novel with him, it certainly 
was not fashionable when Professor 
Hansen broke new ground in 1941 
with “Fiscal Policy and Business 
Cycles”. 

1 An earlier publication of the Twentieth 
Century Fund, FACING THE TAX PROBLEM 


published in 1940, has a long chapter deal- 
ing with “tax equity”. 
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One effect of the war has been to 
make this the popular view. In the 
early days of the war such different 
tax measures as excess profits taxes, 
sales taxes, high income taxes on 
low-income groups and capital gains 
taxes were advocated as appropriate 
measures to combat inflation, by 40 
witnesses before the Ways and 
Means Committee at the hearings on 
the Revenue Act of 1942.? 

Now that the war is over it is a 
certainty that federal taxation will 
absorb about one-fifth of the national 
income. We learn from the con- 
tributors to the Symposium that no 
program of taxation under these 
circumstances can be neutral in its 
economic effects. 

Accordingly, political thinkers and 
economists alike are considering how 
the power of taxation can be used to 
produce predominantly desirable ef- 
fects. The Symposium gives the 
diverse views of six outstanding 
economists : B.M. Anderson formerly 
of the Chase National Bank and now 
Professor at the University of Cali- 
fornia, Los Angeles; John Maurice 
Clark of Columbia University; 
Howard S. Ellis of the University of 
California; Alvin H. Hansen, Sum- 
ner H. Slichter and John H. Williams 
of Harvard. 

Professor Anderson is at the ex- 
treme right and believes in as little 
taxation as possible, particularly on 
the higher-income brackets. He is an 
uncompromising budget balancer. 
Professor Hansen on the left wishes 
to use high taxes and surpluses to 
combat booms, low taxes and deficits 
to combat depressions. He wants a 
flexible federal budget which will 

not only compensate for deficiencies 
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of private investment but itself serve 
as a stimulus to economic advance- 
ment. His is a Beveridge plan for 
America.® 

The other four contributors give 
brilliant expression to opinions that 
more or less cover the ground in 
between. In their essays we see how 
fiscal policy and taxation are con- 
nected with employment, monopoly, 
housing, prices, profits and wages, 
i.e., the various factors which deter- 
mine whether the economy is pros- 
pering or not. 

All the essays are written in non- 
technical language but none of the 
writers has sacrificed any essential 
part of his doctrine by oversimplify- 
ing. Professor Anderson’s essay is 
a logical and consistent statement. If 
it is relatively weak, it is only because 
he fails to convince the reader that 
there is any reality behind his yearn- 
ing for the good old days before 
Hoover (whom he denounces as the 
real author of the New Deal!). We 
can only judge the other essays in 
accordance with our personal pre- 
dilections. Not the least of them, 
however, is a Final Summary and 
Analysis of the six preceding essays 
by Professor Fritz Machlup of the 
University of Buffalo. 

It is a safe assumption, regardless 
of future election returns, that tax 
policy in the next years will be based 
upon considerations such as those 
here discussed. The Symposium will, 
therefore, be invaluable to the tax 
lawyer when he seeks to learn why 
a given tax policy came into being. 





2See also CRUM, FENNELLY AND SELTZER, 
FISCAL PLANNING FOR TOTAL WAR (1942). 

3 Cf. BEVERIDGE, FULL EMPLOYMENT IN A 
FREE society, Sec. 200. 
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This question may very well be 
central to the research of the tax 
lawyer when he seeks to predict the 
probable impact of the Dobson doc- 
trine, the Hallock doctrine and the 
Clifford doctrine upon a particular 
case. These decisions, it seems, pro- 
ceeded from a vague awareness on 
the part of the Court that fiscal 
policy had become a key political 
position just as money management 
and agricultural policy had been ten 
or twelve years ago. The Court ac- 
cordingly acted to forestall another 
constitutional crisis such as that of 
1937, giving itself the means by 
which it could, without the necessity 
of rationalizing its position along 
traditional lines, support the exercise 
of fiscal power in any case involving 
fundamental considerations of eco- 
nomic and political policy. Certainly 
this analysis makes more sense than 
the attack launched on the Dobson 
opinion by an outstanding liberal, 
Randolph Paul.‘ His attack was 
based on logical, juridic and constitu- 
tional grounds which were unques- 
tionably tenable in themselves, but 
his words strangely remind us of the 
embittered dissent of Justice Suther- 
land in the Wagner Act cases.° 

At any rate, the current trend of 
the Court to state its doctrine in 
swiveljointed terms suggests to the 
lawyer that his working tools go 
beyond logic, law and the Constitu- 
tion of the nine—or should one say 
six?—old men. He will save time 
for himself and his client if he 
pauses before jumping to the conclu- 
sion that a given determination is 
“contrary to law”. He will spend 
time profitably if he examines the 
economic background of the law it- 
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self in books such as‘this Symposium. 
For decisions—and even some opin- 
ions*—are fashioned from materials 
other than precedents, statutes and 
regulations. 

—Haro_tD MANHEIM 


Errect oF FEDERAL TAXES ON 
GrowING ENTERPRISES. By J. KEITH 
BUTTERS and JOHN LINTNER with 
foreword by MELVIN T. COPELAND. 
Boston: Harvard University Gradu- 
ate School of Business Administra- 
tion, 1945. Pp. ix, 226. $3.00. 

Postwar tax plans have not been 
among the items in short supply dur- 
ing the last few years. On the con- 
trary, there has been a veritable 
plethora of plans to cure any and all 
of the country’s postwar economic 
ills through completely overhauling 
the federal tax structure. It is re- 
freshing, therefore, that Messrs. 
‘Butters and Lintner have chosen to 
devote their efforts to a detailed 
study of a limited field. 

The authors take as their starting 
point the fact that “the continued 
formation and growth of small, inde- 
pendent enterprises is generally 
recognized to be an essential to the 
maintenance of a healthy competi- 
tive structure” (page 1). Proceeding 
from that to an examination of the 
problems of small business and the 
relation of a flat rate corporate in- 
come tax to these problems, the 
authors advance their main thesis 
that the basic financial need of small 
business is to expand from retained 
earnings. It follows then that high 


4 Dobson v. Commissioner: The Strange 
Ways of Law and Fact (1943) 57 Harv. 
L. Rev., 753, 812, 832. 

5301 U.S. at p. 141. (1936). 

6 For instance, Galveston Electric Co. v. 
Galveston, 258 U. S. 388 (1921). 
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corporation income taxes which cur- 
tail the amount of capital available 
from retained earnings to finance 
such expansion tend to restrict the 
growth of small business. 

The friends of small business have 
been legion despite world-wide forces 
which seem to be driving toward a 
cartellized economy, and much 
thought and discussion both public 
and private have been devoted to 
the problems of small business. In 
the past decade, it has been estimated, 
over 400 bills have been introduced 
into Congress to help small business 
and Committees of both Houses of 
Congress have been studying the sub- 
ject—with suggestions for meeting 
the problems striking out in many 
directions. Messrs. Butters and 
Lintner demonstrate very capably by 
statistics and illustrative case studies 
what many others have argued. They 
show that owners of small companies 
frequently place great importance on 
the maintenance of strong control 
positions and on their personal 
freedom of action and are therefore 
reluctant to undertake expansions 
which must be financed by outside 
capital. Further, even where they 
would like outside capital, many 
small companies—even companies 
with promising growth prospects— 
find it extremely difficult to raise out- 
side capital on reasonably favorable 
terms. Large corporations, on the 
other hand, need not be dependent 
upon the use of retained earnings for 
future growth since the capital mar- 
kets are available to them. 

The authors’ discussion of taxes 
in relation to these problems is mostly 
in connection with the corporation 
income tax, although reference is 
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made also to the personal income tax. 
Their main conclusions are that in 
the “development-of-the-idea” stage 
of a new enterprise taxes are seldom 
of dominant importance, but as a 
business develops beyond the idea 
stage, tax considerations become 
more important. High corporate 
taxes, according to Messrs. Butters 
and Lintner, curtail the availability 
of capital to small corporations more 
than do high personal taxes—at 
least as long as capital gains continue 
to receive very favorable treatment. 
The heart of the analysis appears to 
be Chapters V and VI which discuss 
the effect of a corporate income tax 
on business expansion from retained 
earnings. The authors attempt to 
demonstrate in specific cases the ex- 
tent to which the expansion of these 
companies would have been retarded 
if a 40% income tax rate had been 
in effect during the years of their 
expansion. Assuming, as the authors 
do, that the same business practices 
and rate of dividends would exist 
under either rate and that retained 
earnings are the main source of 
financial expansion, the result of this 
analysis is readily foreseeable; the 
Government would have taken a 
larger portion of each year’s earn- 
ings, less could be retained, and 
hence the rate of expansion would 
have been restricted. 

They further indicate that a high 
corporate tax which restricts the capi- 
tal resources available to small com- 
panies greatly reduces the incentive 
of a major expansion undertaking by 
a small company by reducing the 
probability of success. This conclu- 
sion is based on the assumption that 
it is common experience in experi- 
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mental work that several dead-end 
streets may have to be investigated 
before the proper road is discovered. 
Limitation of capital increases the 
chance that a company’s capital may 
run out before success is achieved. 
Further, even if the venture is suc- 
cessful, taxes reduce the percentage 
return to the business and thus re- 
duce the profit expectancy. Also, 
since small business is not so diversi- 
fied as big business, full loss offsets 
are. not always available to small 
business with the result that while 
“by and large, with a high corporate 
tax the Government shares in the 
profits resulting from such an ex- 
pansion, the company bears the entire 
loss” (page 27). 

The implications of this analysis 
lead the authors to conclude that (1) 
“unless special adjustments are made 
to relieve the burden of a flat rate 
corporate tax on small companies, 
such a tax would tend to promote 
an increased degree of industrial con- 
centration in addition: to restricting 
the growth of small individual busi- 
ness” (page 3) and (2) “the post- 
war tax structure [should] permit 
small firms to grow from retained 
earning until they become large 
enough to have reasonable access to 
the capital market” (page 133). The 
one positive recommendation of the 
study stems from these conclusions 
and is that “there should be differen- 
tial tax reductions on the retained 
earnings of small business” (page 
134). On the assumption that the 
general postwar corporation rate 
‘would be 40%, the authors suggest 
a rate which should “not exceed 20% 
on income of less than $100,000” 
(page 133). 
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One of the troublesome problems 
in discussing “small business” is the 
lack of a definition of “small busi- 
ness”. Many have tried but none 
has succeeded. Messrs. Butters and 
Lintner state early in their study 
(page 8) that in so far as the meaning 
of small and large is concerned, it 
was “impossible to formulate a pre- 
cise definition of these terms which 
could be followed throughout the 
study ... As a practical matter, in 
most lines of production and distri- 
bution any definition of small in- 
cludes the great majority of firms”. 
This statement notwithstanding, the 
authors appear to consider corpora- 
tions with incomes of less than 
$100,000 as “small” corporations 
since it is for such corporations that 
differential tax reductions are recom- 
mended. 

It is a little surprising, therefore, 
that the authors do not point out that 
except for a difference as to the 
upper limit of what represents the 
income of a small corporation, tax 
preference of the type suggested by 
the authors has been a part of the 
federal corporate income tax struc- 
ture for many years. For example, 
the rates are now graduated from 
21% to 25% on corporations with 
surtax net incomes not over $25,000, 
as compared with 38% on corpora- 
tions with surtax net incomes of 
more than $50,000. Except for the 
income years 1913-17 and 1932-35 
there has always been a differential 
in favor of small income corporations 
either through the allowance of a 
credit or through a lower rate. Even 
under the excess profit tax, con- 
sideration was given to small income 
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corporations through the allowance 
of a specific exemption of $10,000. 
According to the most recent com- 
plete Statistics Of Income available 
most corporations are subject only 
to the rates applicable to small in- 
come corporations. For 1941, of 
265,000 returns with net income, 
238,000 represented corporations with 
net incomes of less than $50,000, the 
present breaking point for favorable 
tax treatment. Extension of the up- 
per limit to $100,000 would increase 
the coverage by only about 10,000 
returns. Unless specific issue is to 
be taken as to what constitutes a 
small corporation (and this is not 
indicated in the study), then in the 
light of the present federal corpo- 
rate tax structure, the one positive 
recommendation made by the authors 
seems to be a modest one indeed. 

Does it then follow that little can 
be accomplished to help small busi- 
ness through taxation? This ques- 
tion could be answered with more 
facility if some of the problems men- 
tioned but not discussed by the 
authors were analyzed, i.e., longer 
loss carryovers, accelerated depre- 
ciation, mitigation or removal of the 
double taxation of dividends, clarifi- 
cation of the treatment of re- 
search and development expendi- 
tures, greater deductibility of capi- 
tal losses and an averaging device for 
the computation of the personal 
income tax. It may well be that 
some of these factors affect growing 
enterprises as much if not more than 
does the tax rate. 

The authors have correctly pointed 
out that so far as small business is 
concerned there may be a famine 
amid plenty—existing imperfections 
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in the capital market and the general 
unwillingness of individual savers to 
assume the risks of ownership make 
it possible for venture capital to be 
scarce when there is a general over- 
saving in the economy. Much has 
been said of the need to prevent 
mass unemployment in the postwar 
period. A high rate of new invest- 
ment in job-creating facilities repre- 
sents an important source of employ- 
ment. A large number of new busi- 
nesses and expansions of old busi- 
nesses assure the creation of a large 
supply of new job opportunities. 
Small business may be of vital im- 
portance in this connection, for 92% 
of business establishments were, ac- 
cording to the last Census of Manu- 
facturers, classified as small busi- 
nesses. A problem which affects so 
large a segment of our economy de- 
serves continued and careful con- 
sideration. Taxation may be only 
one of several means of aiding small 
business—and perhaps not the most 
important. It is probably impossible 
to rank the role of taxes as compared 
with the need for financial machinery 
to handle efficiently small capital 
issues or perhaps federal assistance 
or guarantees of some kind in order 
to make permanent capital more 
readily available to small firms. Cer- 
tainly, the potentialities of the tax 
instrument should be explored fully. 
Messrs. Butters and Lintner have 
contributed a worthwhile study of 
the effect of the tax rate on expan- 
sion from retained earnings in a well 
written, clearly presented and highly 
readable volume. It may be hoped 
that they will continue their work on 
the other tax problems affecting 


small business. 
—MartTin ATLAS 
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